














@ 








The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INsTITUTE OF ACCOUNTANTS 





Vol. 41 JUNE, 1926 No. 6 


AMERICAN INSTITUTE OF ACCOUNTANTS 
EXAMINATIONS 


[Following is the text of the examinations in auditing, law and accounting pre- 
sented by the board of examiners of the American Institute of Accountants, 
May 13 and 14, 1926.] 


Examination in Auditing 


May 13, 1926, 9 A. M. To 12:30 P. M. 


The candidate must answer all the following questions. 

No. 1 (10 points): 

Is it within the province of the auditor to draw attention to 
the following? 

(a) Inefficiency of office management and office staff. 

(b) Slack methods of operating a working cash fund subject to 
cheque signed by the treasurer alone. : 

(c) Apparently excessive compensation paid tn officers. 

(d) Deficiency in income taxes as claimed in “deficiency 
letter.” 

(e) Purchase of its own capital stock by a corporation in its 
first year of operation. 

(State the reasons for your conclusions.) 


No. 2 (10 points): 

A large concern, manufacturing several kinds of steel for com- 
mercial uses, has mills in various cities. The materials and 
supplies which it uses comprise ores, iron and steel in various 
forms, chemicals, precious metals, lime, coal and oil; also small 
machine parts, tools, and numerous other items. One month 
after the close of the fiscal year you are called upon to prepare 
and to certify to a balance-sheet as at the end of the year. What 
would you do with regard to the verification of inventories? 


No. 3 (5 points): 
The product of your client is shipped in containers which are 
returnable by the customer. These are kept in repair and used 
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for new shipments. The containers are charged to customers as 
shipped at $2 each. Their average cost to your client is 75 cents 
each. At the end of the audit period you find that 1,000 con- 
tainers billed to customers were not returned and that 800 are 
on hand at the plant. Show how these items shouid appear on 
the balance-sheet of your client. 


No. 4 (10 points): 

(a) What is the effect, on the accounts, of the use of arbitrary 
instead of actual rates of exchange for the entry of imported 
merchandise purchases? 

(b) What is the proper basis for exchange rate cost on goods 
shipped C. I. F., also on goods shipped F. O. B.? 

(c) State three different methods commonly employed of mak- 
ing payment for imported merchandise. 


No. 5 (10 points): 

You are making an audit of a company which erected an office 
building on which work was started April 1, 1922, and finished 
April 1, 1923. Your audit covers the fiscal year ended March 
31, 1924. The work has been financed by an issue of bonds and 
an issue of stock. What special points would you consider in 
making the audit and reporting thereon? 


No. 6 (10 points): 

What ratios (of one item, or total, to another) are most signif- 
icant from a credit standpoint in the comparison of balance- 
sheets and income statements for the same company for several 
years? Mention at least three ratios and explain why they are 


significant. 


No. 7 (10 points): 

You are making a detailed audit of a public-service corporation 
supplying a district with electric light, heat and power. In addi- 
tion to preparing the final accounts and a balance-sheet, you are 
to certify the amounts of capital expenditure during the year, so 
as to permit the corporation to demand new mortgage bonds, in 
payment of this expenditure, from the trustee for the bond- 
holders. During the course of the audit you learn, unofficially, 
that a physical inventory of all the properties of the corporation 
has been recently made by the chiefs of the resident engineering 
staff, recently changed, in order to satisfy themselves as to the 
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correctness of the book inventories, which have been used in 
previous audits for the preparation of the balance-sheet. You 
also learn that the engineers have reported, to the management 
company which controls the corporation, that fixed assets stand- 
ing on the books at present at $350,000 have been scrapped or 
replaced by new construction since the last physical inventory, 
made five years previously. Since that inventory, and to the 
present time, all new construction certified during the annual 
audits has been paid for by the issue of other mortgage bonds to 
the corporation, which has sold them through the management 
company. The new construction during the year you are now 
auditing amounts to $550,000. The engineers’ report has not 
been approved by the management company and no mention of 
it, nor of any intended new physical inventory, has been made in 
the minutes of the meetings of directors or stockholders of the 
public-service corporation. What notice, if any, should you 
take of the engineers’ report? 


No. 8 (10 points): 

State and discuss the two most important points for a concern 
to take into consideration which is in the business of selling 
machinery on long-term instalments. In auditing a current 
year’s operations, to what extent, if at all, should the auditor 
concern himself in such a case with future years? 


No. 9 (5 points): 

State briefly the advantages and disadvantages, as regards 
(a) the issuing company, (b) the stockholders, and (c) intending 
investors, of shares of no par value, as compared with par-value 
stock. 


No. 10 (10 points) : 

With regard to the use of qualified audit certificates (a) state 
the occasion for qualified certificates and their proper and justi- 
fied use, (b) state what implication is contained in the use of such 
words as ‘‘accepting” when used with reference to certain asset 
valuations or other conditions shown on the books. 


No. 11 (10 points): 

What is meant or implied in audit certificates (a) by the 
phrase “properly drawn up” as applied to a balance-sheet; (b) 
by the phrase ‘‘to show the financial position of the company as at 
December 31, 1925, and the results of operations for the year 
ended on that date?”’ 
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Examination in Accounting Theory and Practice 
PART I 


May 13, 1926, 1 P. M. TO 6 P. M. 


The candidate must answer the first three questions and one other 
question. 
No. 1 (37 points): 


The books of the Jones Brick Company, a corporation, are 





kept on the basis of cash receipts and disbursements. At De- 
cember 31, 1925, the trial balance was as follows: 

Dr. Cr. 
aap alles Saag NS ll, Acree $27,812.15 
Ns od Suk ies be wdueaees $140,000.00 
Ey eee eee ee Cee 13,000 .00 
Plant and equipment...... 81,250.00 
Tenements......... Sahai SP ad acs 5,000.00 
od, ae vei whi araimne 10,000 .00 
ar ike elgg Sa vibe da s cnle Wowk Ou 63,000 . 00 
Rt SE en ee 23,500.00 
ee ee 50 5 oo Lidia vio AaS elesk 15,000.00 
Reserve for depreciation............... 22,625.00 
Reserve for depletion............... ate 28,653.20 
ee a sy axivis stare we ua Bey 21,246.90 
os ES cold ote one har ele pet 197,200.00 
cs a es min pbb acide ; 22,750.00 
he ns 2th a 650.00 
Rees RN rns acts ae % ux batbena Se 88,216.80 
Eee 1,216.30 
Manufacturing expense . 22,609 . 36 
Barge expense.......... 12,672.80 
KEN ee 10,473.08 
Executive salaries: 

ao re are 10,000 . 00 
ames Jones, treasurer............. 5,000.00 
TE a as AE Ur 2,360.21 
Income taxes, 1920, additional............ 520.60 
ee eae i oe 25,000.00 











$424,878.20 $424,878.20 








The following sales were made and were not paid for at the 
dates given: 
a ow 54 pace ee December 31, 1924 
ed as i a sl December 31, 1925 


The government agents examined the prior years’ returns and 
allowed depreciation on buildings, barges and equipment at a 
flat rate of five per cent. on the asset value at the beginning of the 
year, plus two and one-half per cent. on the net additions for the 
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year and determined that the depletion allowance should be 
computed at the rate of six cents per cubic yard for sand and 
clay. On this basis (the cubical contents of each brick being 
sixty-four inches) depletion amounted to $946.50. During the 
year there were additions to plant and equipment of $6,000.00. 
A barge, acquired in 1920 at a cost of $5,000.00, was sunk, to- 
gether with its load of 300,000 bricks which was being shipped to a 
customer at an agreed price of $16.00 per thousand. Neither 
barge nor cargo was insured. 

According to the schedule of gross income and deductions 
shown on the first page of the tax returns filed for the years 1923 
and 1924, the operations of the company resulted in losses of 
$4,166.77 and $5,005.28 respectively. From schedule L of these 
returns it appeared that the company had received dividends on 
stock of a domestic corporation of $100.00 in 1923 and $50.00 in 
1924; also interest on liberty bonds of $60.00 and $30.00 re- 
spectively in those years. Schedule B of the return for 1924 
disclosed the fact that the stock of the domestic corporation had 
been sold at a loss of $25.00 and the liberty bonds at a profit of 
like amount. 

The inventory of brick on hand at December 31, 1924, amounted 
to 4,000,000 bricks, which cost $13.10 per thousand. During 
the year 1925 there were manufactured 11,500,000 bricks, of which 
500,000 were lost in burning; 12,000,000, including the 300,000 
lost in the sinking of the barge, were shipped to customers. 

The company paid $10,000.00 on account of notes payable 
during the year. 

The company’s auditors have been instructed to adjust the 
books of account correctly to set forth the financial condition as 
at December 31, 1925, and the result of its operations for the 
year ended that date. : 

A correct balance-sheet as at December 31, 1924, was submitted 
with the tax return for the year 1924. 

You are requested to prepare, from the above trial-balance 
and succeeding data, balance-sheet as at December 31, 1925, and 
federal tax return for the year 1925, with necessary supporting 
schedules. 

No. 2 (22 points): 

The plant and equipment and reserve for depreciation accounts, 
as presented below, represent the transactions for the year 1925, 
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as recorded by the bookkeeper, employed by the A company, 
January ist of that year. 


PLANT AND EQUIPMENT 


1925 1925 
Jan. 1 Balance....... $500,000 Jan. 31 Screwcutting 
lathe..... $150 
i "re 2,000 Apr. 17 Steam engine 300 
Mar. 21 Bolt machine .. 1,250 Sept. 30 Steel and lum- 
PT 400 
hee. 36 Cie c..<.:.. 3,000 Dec. 31 Balance..... 524,650 
May 3 Electrical equip- 
ment for 
ee 1,200 
27 Roof of machine 
SEE 3,500 
June 3 Lathe belting.. 750 
Aug. 20 Wm. Smith, 
contractor... 10,000 
Dec. 31 Machine shop . 3,800 
$525,500 $525,500 


RESERVE FOR DEPRECIATION—PLANT AND EQUIPMENT 


1925 1925 
Dec. 31 Balance....... $175,000 Jan. 1 Balance..... $125,000 
Dec. 31 Depreciation 
at 10% per 
annum.... 50,000 
$175,000 $175,000 


Following is a description of the transactions, and you are 
required to make any entries you deem necessary to correct the 
accounts, giving reasons therefor, and setting up corrected 
accounts. 


The balances at the beginning are assumed to be correct. 


Planer, $2,000, is a standard machine purchased new. 

Bolt machine was made in company’s own shop. The $1,250 represents cost 
of castings, $500, and direct labor, $750. The machine-shop payroll was 
$20,000 {$15,000 direct and $5,000 indirect) during the year; castings and 
pee urchased were $17,000; a supplies were $4,000; rent was £2,500; 
ight, heat and power were $3,500. 

Crane and equipment, $4,200, are standard machinery, purchased new. 

Roof of machine shop was destroyed by weight of snow during the winter. 
The new roof will be valueless when the building is obsolete. 

Belting for all equipment amounting to $25,000 was charged to plant and 

uipment upon opening the plant and has not been depreciated. 

William Smith is engaged in erecting an addition to the plant buildings. 

$10,000 is a first payment on uncompleted work. 
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Machine shop, $3,800, represents cost of making tools, setting machines and 
installing new machinery as follows: 





IN ion eee a aos ily da ieee $1,000 
Setting machines for special work.............. 1,800 
Pree ee 300 
SORE WE CIID. 5.5 0 og 2 acss pda neewaee 200 
eS PPP oe re ree 500 

$3,800 


Screw-cutting lathe—cost, 1918, $2,000. 

Steam engine—cost, 1915, $15, 000. 

Steel and lumber, $400, represents salvage from machine-shop roof. 

Prior to December 31, 1924, a separate account was ke ept for land and buildings. 
Ten per cent. perannum depreciation has been written off on plant and equipment. 


No. 3 (16 points): 
A, B, C and D formed a personal-service partnership, the clien- 
tele of the firm being personal clients of the respective partners. 
All fees received and all expenses were pooled by the firm and 
the partnership agreement stated that the net earnings for the 
year should be shared as follows: 


Mois fated acuce then uuet to4cua foi ee 33 346% 
ss. si ike <td So's « Maines, otuald lean 

PERSP RR et ae 16% 
Oe or MEAL TR! 10 % 


On August 31st, as a result of a dispute, a supplementary 
agreement was made between the partners covering the remainder 
of the year. This agreement provided that the distribution of 
net earnings was to be made on the basis of the above percentages, 
except that in distributing the net earnings for the last four 
months of the year, so far as C and D were concerned, a net 
earning was to be assumed on the basis of payment by the clients 
of A and B of gross fees of $175,000 and $250,000 respectively, 
instead of the amounts actually received from these clients. 

The deficiency in A’s gross fees was to be charged to him and 
the excess in B’s gross fees credited to him. 

No adjustment for expenses was to be applicable to either 
deficiency or excess. 

The net income from January 1st to August 31st was $75,000. 

From September ist to December 31st, the following gross 
fees were received: 


Pee OF. ees oxi. Ji. eas «TK $110,000 
as riliewe “EP ar ee yrs 290,000 
. ie, Oe PER NS re Te 15,000 
“ W: FcR ve, fo +) Sh ead Eee ee 25, 000 


The operating expenses for the last four months were $55,000. 
Determine the total net income of each partner for the year, 
resulting from the business of the firm’and conforming with the 
supplementary agreement. 
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No. 4 (25 points): 
The summarized balance-sheet of a corporation, about to be 
reconstructed, is as follows: 


ASSETS 
Se ON iii occas we intes sn ocas : $2,500,000 
Cash and accounts receivable (good)................ 150, 
Materials and goods on hand (finished and unfinished)... . . 1,700,000 
Materials stored, subject to lien of bankers, for loans...... : 500,000 
Patents and goodwill dk IE ee Sas a A es ws ROE eR cs  aghe 4,500,000 
SOO ee Sass ce ae nas ee pen TCE eT oe woke aa ke 650,000 
$10,000,000 
LIABILITIES SS 
I a No kd Wt hacia $1,350,000 
Bankers, for notes discounted and loans.................... 650, 
IN IND. 65.5 bos acs oda cine Saale Gwin é 0c% 3,000,000 
First preferred stock (7%), issued and fully paid, 30,000 shares . 3,000,000 
Sei Sebo: vars s cha bes Ste aS eye wee es 2,000,000 
$10,000,000 


A new appraisal shows the present value of the plant and 
machinery to be $1,500,000 and the materials and goods on hand 
(finished and unfinished) to be worth $1,095,000. Patents and 
goodwill were not appraised but $3,000,000 is to be written off. 
Accounts receivable were collected in full. 

The agreement for the reconstruction provides that the mort- 
gage bondholders are to receive new first mortgage five per cent. 
bonds for sixty per cent. of the amount of their old bonds and 
new six per cent. first preferred stock for forty per cent. of the 
old bonds in full discharge of their claims. The old bonds are 
to be cancelled. 

Bankers are to take the material stored at a valuation of 
$400,000 and to accept fifty per cent. of the balance owing in the 
new five per cent. mortgage bonds and to reserve their rights of 
recourse against other parties liable on notes and guarantees. 

Trade creditors are to be paid twenty per cent. in three months’ 
notes in full settlement. Preferred stockholders are to receive 
30,000 new six per cent. second preferred shares of $100 each, 
twenty-five per cent. paid, in exchange for the old preferred 
shares; the unpaid seventy-five per cent. is to be payable in in- 
stalments of twenty-five per cent. at intervals of three months. 

The common stock is to be cancelled entirely. 

To provide working capital, an issue was made of 10,000 shares 
of new first preferred stock which was sold at an average price 
of $100 each. 
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Draft a balance-sheet showing the result of the reconstruction, 
assuming the expenses of reorganization to have been $100,000. 


No. 5 (25 points): 

On January 1, 1920, A leased a building to B for the period 
ending December 31, 1934, at an annual rental of $7,000 payable 
annually in advance. Subject to this lease, A leased the same 
property to C on January 1, 1926, for a term of 50 years at an 
annual rental of $10,000, payable annually in advance, C re- 
ceiving the rental of $7,000 payable by B during the remainder 
of B’s lease. For this lease C paid to A an additional $1,500 as a 
bonus. 

Omitting all consideration of income-tax questions, how should 
the various accounts appear on C’s books if he calculate interest 
at six per cent. per annum on the investment? 

Given at six per cent: 


(1+i)* = 1.689479 v® = .591899 
(1+i) = 1.790848 vie = .558395 
(1+i)" = 10.902861 v@ = .091719 





Examination in Commercial Law 


May 14, 1926, 9 A. M. To 12:30 P. M. 
Give reasons for all answers 


(Each satisfactory answer ts entitled to 10 points) 
NEGOTIABLE INSTRUMENTS 


Answer three of the following four questions: 


1. A subscribes for a certain number of shares in the B corpora- 
tion upon its formation, but only 60% of the subscribed capital 
has been called. A has paid all instalments called and in addition 
has lent the B corporation $3,000 for which he has taken the 
corporation’s negotiable promissory note and has transferred the 
note to X. On the due date X demands payment but the com- 
pany calls for further capital instalments on A’s subscription 
and sets up the amount of the call as an offset to the note. Is the 
corporation’s procedure correct? 


2. Explain the difference between an assignable note and a 
negotiable note and give an example of each. 
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3. A gave to B a negotiable promissory note for $100, the 
note being payable to ‘‘B or bearer.’’ The note was transferred 
several times by delivery only, without indorsement, and came 
into the hands of R as a note for $1,000, the alteration not being 
at all apparent on the face of the instrument. What can R do 
with reference to enforcement? 


4. Is a bank depositor, having a checking account, required to 
verify the correctness of his monthly balance as shown by 
monthly statement rendered by the bank and by the returned 
vouchers? 

CORPORATIONS 


Answer two of the following three questions: 


5. Does a dividend on stock, declared before the stockholder’s 
death, but not payable until a date after the date of death, be- 
come part of the estate or pass to the person to whom the stock- 
holder devised the income from the estate for life? 


6. Define the following used with reference to corporations: 
(1) subscriber, (2) incorporator, (3) franchise, (4) paid in capital, 
(5) by-laws. 

7. What is a voting trust and how does it operate? 

CONTRACTS 
Answer two of the following three questions: 


8. A, following his discharge in bankruptcy, again entered 
business and wrote to B requesting that B sell him a cer- 
tain quantity of goods to be delivered in monthly instalments, 
A to have thirty days in which to pay for each instalment. B 
replied, refusing to extend credit to A unless A’s former indebt- 
edness to B were liquidated. A then wrote agreeing to pay the 
former indebtedness in monthly payments until paid in full. B 
then extended the requested credit to A in the contract for A’s 
new purchases. Subsequently A defaulted in an instalment pay- 
ment and B sued to recover the balance of the old debt. Could 
he recover? 


9. A met B in March and in the conversation said that he 
would give B $3,600 to act as bookkeeper for a year, B to begin 
work on May ist. B began work on May ist. On August Ist 
A discharged B without any cause or reason. What, if any- 
thing, could B recover in a suit against A for breach of contract? 
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10. How may a seller part with possession of personal property 
and still keep title to it? 
PARTNERSHIP 
Answer one of the following questions: 


11. Has a partner the right to make a general assignment of 
partnership property for the benefit of creditors without the 
knowledge of his co-partners? 


12. A and B enter into a partnership venture, A contributing 
one-third of the necessary capital and B contributing two-thirds. 
There is nothing said or agreed to as to how profits shall be 
divided. What is the proportion of profits which should go to 
each partner? 


BANKRUPTCY 
Answer the following question: 


13. In case of bankruptcy, does a creditor who has obtained 
judgment secure any advantage? 


INCOME TAX 
Answer the following question: 


14. In what circumstances may an appeal be taken to the 
board of tax appeals in a controversy over income taxes? 





Examination in Accounting Theory and Practice 
PART II 


May 14, 1926, 1 P. M. TO 6 P. M. 


The candidate must answer all the following questions. 


No. 1 (36 points): 

By the will of C. Delano, all his personal and real property was 
bequeathed absolutely to his wife, Mrs. A. Delano, she being 
appointed sole executrix. 

On January 1, 1924, Mrs. Delano transferred all the real estate 
and receivable mortgages to a company, duly incorporated, in 
consideration of her receiving the whole of its capital stock—100 
shares of no par value. This she distributed among her 
children. 
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Mrs. Delano and two sons were appointed directors of the 
company, the by-laws of which provided that its net annual 
income should be paid to the transferor during her lifetime. 
Another clause provided that profits on sales of real estate or 
mortgages should be considered as capital and be reinvested. 

The directors decided to sell the houses and land and to restrict 
future investments to first and second mortgages on real estate. 

The following is a list of all the properties transferred to the 
company on January 1, 1924, the capital stock issued in payment 
therefor bearing the same date: 


i cl atl gD al $13,000 
re ea ae ian Fal dae ed a Re 13,000 
Dido aie | atid cians Deteeteene eerie ok i 9,000 
(subject to mortgage payable $5,000) 
Desig i na.in dt < ECE 5,000 
Be kh os yee RE cei Mo Pate Races 6,000 
Unimproved lots A... .. 11,000 
2 Ra en ORE ee ee eer ae 20,000 
Ree igh S.', Vinee wicks eeweh eto 18,500 


The houses and lots were all valued in accordance with the tax 
assessments of the previous year. 

Sundry second mortgages, all at 6% interest, the face value 
thereof aggregating $12,000 on January 1, 1924, were also trans- 
ferred to the company. These mortgages represent part of a 
$24,000 purchase by the late C. Delano in 1922 at an average of 
20% off the face value. 

The cash on hand, January 1, 1924, was retained by Mrs. 
Delano but she voluntarily paid the organization expenses of the 
company. 

During the year 1924 the following transactions were recorded: 

House No. 1—sold March Ist for $15,000, of which $3,000 was 
received in cash, $8,000 left on first mortgage at 54% and $4,000 
on second mortgage at 6%, this being repayable by instalments. 

House No. 2—sold to another purchaser on the same date for 
$15,000 on the same terms in all respects. 

House No. 3—sold June ist for $10,000, subject to the pur- 
chaser’s assuming the liability for the mortgage of $5,000; 
$6,000 was paid in cash and $4,000 left on second mortgage at 
6% repayable on demand. 

House No. 4—sold July 10th for $4,900 cash. 

House No. 5—traded October ist for a receivable second 
mortgage of $8,000 at 6% on an apartment house, repayable on 
demand. 
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Lots A—sold May 10th for $30,000 cash. 

Lots B—sold June 30th for $35,000; $20,000 received in cash 
and $15,000 by a first mortgage, at 6%, for five years, on the land 
and the buildings to be erected thereon. 

Lots C—traded June 1st for a first ten-year mortgage of $25,000 
at 6% and a second five-year mortgage of $15,000 at 6%, the 
agreement providing that the purchaser build an apartment house 
on the land to cost not less than $150,000. No interest was to be 
charged on either mortgage until January 1, 1925, as on June Ist, 
$1,000 was received as a bonus from the purchaser. 

At December 31st, the balance of $12,000 due on second mort- 
gages had been reduced by repayments of $2,500, and $610 was 
received for interest. 

The following additional amounts were received from houses 
and lots sold: each of the houses—Nos. 1 and 2—interest on first 
mortgage $330, on second mortgage $180 and instalment repay- 
ment $750; No. 3—interest $240; Lot B— interest $450. 

Purchases of sundry second, 6% mortgages of the face value of 
$63,000 were made for $50,000 cash. The interest received on 
these to December 31st was $1,200 and the principal repaid by 
instalments amounted to $5,300. The legal expenses attendant 
upon the transactions were $570. 

Rents received from houses were $870; real-estate taxes paid 
totalled $425; advertising and general expenses amounted to $325 
and two directors were paid $250 each, nominal compensation, 
for services. 

A supplementary claim of $1,400 was made by the federal 
government for estate duty and this was paid on September 10th. 

Prepare the statements necessary to show the results of the 
transactions, as enumerated, for the company and those directly 
interested. 

Assume interest received to be correct. Disregard accrued 
interest. 

No. 2 (24 points): 

The A B Finance corporation was incorporated under the laws 
of the state of New York, May 1, 1924, with an authorized 
capital of 100,000 shares of preferred stock, par value $100 each, 
and 110,000 shares of common stock, no par value. 

The records of the corporation disclose the following balances at 
June 30, 1925: cash $77,206.00; due from subscribers to capital 
stock $884,400.00; furniture, equipment, etc. $33,032.60; ex- 
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pense of organization and incorporation $21,471.00; accounts pay- 
able $10,296.80; salaries $66,600.00; rent $30,000.00; stationery 
and office expense $8,381.00; postage $2,714.20; advertising 
$3,788.60; accounting services $2,300.00; taxes $1,375.00; sundry 
expenses $7,508.40. 

The company was organized to buy notes and hold them for 
collection at maturity. At June 30, 1925, there were on hand 
notes to the face value of $1,203,747.80 (present value, on 6% 
basis, $1,167,635.37, the average maturity date of the notes being 
considered as December 31, 1925). The difference between the 
cost of all notes purchased and the aggregate face values thereof 
averaged 24% of the latter and amounted to $365,038.20, re- 
corded as service income. 

The directors authorized the sale of the capital stock in units of 
one share of preferred stock and one share of common stock for 
$110 and a sales commission of $15 per unit was allowed. This 
commission expense aggregated $307,395, of which $36,470 was 
unpaid at June 30, 1925. Full subscriptions to capital stock units 
amounted to $1,042,030 at the same date, in respect of which 
stock will be issued in due course. 

The stock-certificate books disclosed that 11,020 shares of pre- 
ferred and 21,020 shares of common stock had been issued to 
June 30, 1925. Included in the common stock issue were 10,000 
sharer (for services) to the original incorporators. Preferred 
dividends to the amount of $16,115.40 were paid during the period. 

Prepare a balance-sheet as at June 30, 1925, after providing 
10% depreciation on furniture for one year and deferring full 
service income relating to notes on hand as applying to period 
ended June 30, 1925, to average due date of notes. Amortization 
of organization and commission expenses need not be considered. 


No. 3 (20 points): 

Corporation X has a capital stock of $100,000, liabilities $10,000 
and surplus $25,000. The liability represents notes given to 
stockholders for loans made by them in proportion to their stock 
interests. A owns 400 shares and B, C and D own 200 shares 
each. 

During 1924, X sells all its assets, except cash $5,000, to corpo- 
ration Y tor $145,000 for which it receives $15,000 cash, 800 shares 
preferred stock of corporation Y, which it records at the par value 
$100 per share, and 1,000 shares of no-par common stock of 
corporation Y. 
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Corporation X distributes the stock of Y to its own stock- 
holders who, as a part consideration, cancel the notes of the 
corporation above mentioned. No entry for this distribution is 
made on X’s books as the officers are not sure how to make it nor 
are they sure what value should be set on the stock so distributed. 

Corporation Y shows its common stock to have a book value 
of $93 per share but is, at that time, selling one share of preferred 
with one share of common for $130. 

None of the stock of corporation X has been called in or can- 
celled. 

You are called upon by corporation X to make the proper 
entries and to set up a balance-sheet. 


No. 4 (20 points): 

M, a wholesale dealer in heavy merchandise, is unable to recon- 
cile the percentage of net profits, as shown by his annual accounts, 
with the percentages arbitrarily added to cost prices, and asks 
your assistance in an effort to ascertain the reason therefor. 

You investigate and find, first, that effective precautions are 
taken against theft of material and funds and that there are 
adequate checks against shipping merchandise unbilled. 

You then obtain the following information from the books of 
account and the records: 


(1) Twenty-five per cent. has been added to cost prices in order 
to obtain an average gross profit of 20% on sales. 

(2) Expenses are estimated to amount to a total of 9% on sales, 
viz:—1% selling, 14% office, 34% delivery, 2% general and 1% 
executive salaries. 

(3) The accounts for the last completed year, 1925, showed the 
following: 


RS So, cin kd ve PACERS Re ak Oe Mt RE $2,490,000 
GE PEERS ks ok. Sine gee bc aw ae beso neeiees eee 1,980,000 
MEE n0.. oo nese seainhe 664k4665 50 eae $510,000 
Expenses: 

EE es ee ome me ares $23,600 

RR rr as FOr ae 165,100 

Be 6d's evi cuees ieerae ren eneredes 37,300 

| RRR tage Ay. Ar ees, PAE ye 59,000 

IES 26 on das ce cushe< setae eee ae 25,000 310,000 





RE rE ee Se ee ot $200,000 
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(4) An analysis of the sales for an average month during the 
season of 1925 gives the following details, each invoice represent- 


ing a separate delivery to a customer: 
Numbers amapen 





of 
Sales: invoices sales 
I Re ia, ee eae d hee eee 1,020 $2,648 
From I ooo. oa x 'e sg we tone 7 324 2,679 
" Ns cas ocknndaawanmekes 428 6,174 
“ es 6 «wn ntik a Raa kad alee 583 19,440 
7" kk n occ hapneaoamedsa 667 52,630 
Ks SE er ee 781 102,475 
- i cchncescknenheticwes Sires 225 55,210 
SOc coon deca eéxa sae eee eee Os 112 47,000 
Average for one month during the season....... 4,140 $288,256 








Prepare a statement accounting, as far as possible, for the 
difference between the estimated and the actual profits, giving 
the main facts but avoiding unnecessary details, and indicating 
what should be done to obtain better operating results. 
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A Discussion of Surplus with Reference to 
Surplus Available for Dividends 


By HENRY T. CHAMBERLAIN 


DEFINITION OF SURPLUS 


‘“‘Surplus”’ defined, is that portion of the net worth of a busi- 
ness which is the excess of the total assets over the outside liabili- 
ties and the outstanding capital stock. Itisacommon practice to 
divide by terminology the surplus of a business into two amounts, 
terming one amount “undivided profits” and the other “‘surplus”’ 
in order to convey the idea that the undivided profits may be 
distributed as dividends, and that the surplus will remain as a 
permanent investment in the business. There appears to be little 
justification for this division by terminology, since the same pur- 
pose can be accomplished by calling the entire amount surplus, 
which would be quite accurate, and then earmarking it to show the 
amount available for dividends and the amount reserved for other 
purposes. In the interest of establishing a standard terminology, 
the use of the term “undivided profits’’ should be discontinued. 
The weight of authority is in favor of using surplus alone to 
represent the excess of the net worth over the outstanding capital 
stock. 


SOURCES OF SURPLUS 


Many names have been applied to the different sources of 
surplus, such as ‘‘earned surplus”’, “ paid-in surplus”’, “donated 
surplus”, “capital surplus’’ and ‘‘unearned or unrealized 
surplus’”’. 


EARNED SURPLUS 


The most common source of surplus is the regular operating 
earnings of a business, this surplus being known as “earned”’, 
although seldom so designated in the accounts. All the earned 
surplus is available for dividends unless restricted by contract 
with creditors or by statute. An example of such restriction by 
statute is found in the national banking act which provides that 
every six months national banks shall set aside ten per centum of 
the earnings of the preceding six months, as a permanent addition 
to surplus, until the amount so set aside reaches one-fifth of the 
par value of the capital stock. 
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PAID-IN SURPLUS 


Paid-in surplus, as the name implies, is surplus contributed by 
the stockholders, which is sometimes called “contributed sur- 
plus.”” A common example of paid-in surplus is the premium 
paid on original stock subscriptions. There are many reasons 
why surplus is paid in by the stockholders. The desirability of a 
certain class of stock may be the motive for paying a premium on 
that stock. In financial institutions where stockholders are 
subject to a double liability on the par value of their capital stock, 
it is common to find a large paid-in surplus. The reason is 
obvious: the desired capital is obtained and the double liability 
of the stockholders is lessened. To illustrate, if the desired 
capital was $100,000 the corporation would be organized with a 
capital stock of $50,000, which would be subscribed for at $100,- 
000, and in case of dissolution, if the assets were insufficient to 
satisfy the outside creditors the stockholders would be liable for 
only $50,000. 

The statutory law of the state governs the availability for 
dividends of paid-in surplus. Just what the statutes mean is 
often difficult to determine, and related court decisions are few. 
The often-questioned moral right to pay a dividend out of paid-in 
surplus when such is legally permissible can not be determined 
without taking into consideration existing conditions. Where 
premium on stock is paid under a contract with the corporation 
that the premium is not to be available for dividends, such 
premium should be credited to a surplus account designated to 
show such surplus as unavailable for dividends. 


CAPITAL SURPLUS 


The term ‘‘capital surplus” is often used to designate surplus 
unavailable for dividends. (Let us ignore for the time surplus 
not available by reason of contract with creditors, which is 
segregated from ordinary surplus as appropriated for contract 
purposes.) However, the unavailability of capital surplus for 
dividends is seriously questioned by many accountants. 

Surplus arising from the sale of capital or fixed assets is often 
credited by accountants to capital surplus. The availability of 
such surplus for the payment of dividends is unquestioned, yet 
many accountants are opposed to paying dividends from any 
funds other than surplus arising from the regular operations of the 
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business. It might not be wise to pay dividends out of surplus 
arising from the sale of fixed assets, particularly if the company 
intends to purchase similar assets at the prevailing market prices, 
but this does not affect the legal possibility of using such surplus 
for dividend purposes. Such a surplus sometimes arises because 
of excessive depreciation charges in the past. Where this condi- 
tion obtains, there appears to be no reason for any distinction, as 
far as dividends are concerned, between capital surplus and sur- 
plus arising from the regular operations of the business. But 
whether or not the profit from the sale of a fixed asset is caused by 
excessive depreciation charges in the past, or is a reflection of an 
advance in the market price of an asset, the profit is a true one 
and is, therefore, available for dividends. In paying a dividend 
from such surplus it might be well to identify the dividend in 
order that the stockholders may recognize it as a dividend paid 
from profits other than those arising from regular operations. 
On the foregoing basis, paid-in or donated surplus when not 
available for dividends may be considered as capital surplus. 


DONATED SURPLUS 


A community will often make a gift of a tract of land to a 
corporation in order to induce the corporation to build in the 
town. Such gifts are usually conditional, depending upon the 
erection of a factory by the corporation and the employment of a 
specified number of men for a specified length of time. After the 
conditions have been fulfilled the surplus created by the gift is 
legally available for dividends. 


UNEARNED SURPLUS 


While the term ‘unearned surplus’’ is sometimes used, it 
is in itself confusing unless it is meant to designate a surplus 
not arising from operating earnings. A better term would be 
“unrealized surplus”’. 

In a discussion of surplus it is necessary to consider appraisal 
valuations and their relation to surplus. It is quite a common 
practice, although erroneous, when the book values of assets are 
written up to conform to market values, to make the offsetting 
credit to the general surplus account. An unrealized increase 
in the values of assets is not surplus. The general surplus account 
should be an expression of realized values only. To credit the 
increase to unrealized surplus is correct, but the term is 
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intrinsically unsatisfactory. To credit the increase in values to 
‘’ surplus—appraisal valuation ’’ is at once definite and clear. 


RESERVES—OPERATING AND NON-OPERATING 


In a discussion of the special phases of surplus it is also neces- 
sary to consider the correlated subject of reserves. Reserves are 
classified as operating or profit-and-loss reserves, and non-operat- 
ing or surplus reserves. Operating reserves, as the name implies, 
are reserves created by offsetting charges against operations. 
Non-operating reserves are created by offsetting charges against 
surplus. Both classes of reserves have one characteristic in com- 
mon—they both represent accounts having credit balances. Oper- 
ating reserves should represent actual liabilities that have been in- 
curred, the amount of which is not certain, or an actual reduction 
in the value of an asset, the amount of which is only an estimate. 
A reserve should not be created for an amount that is certain. 

The creation of effective operating reserves demands capable 
judgment. If a reserve is created which is much larger than 
actually required, the operating profits will be reduced by the 
amount of the excess, which may work an injury to the stock- 
holders. On the other hand the creation of inadequate reserves 
or the failure to create a reserve when one should be set up may 
result in an impairment of capital stock. 

As unrealized appreciation in the value of assets has been men- 
tioned previously, it is well to consider the reserve for deprecia- 
tion on an asset whose value has been written up. When the 
value of an asset has been written up to conform to market 
values, and the periodical credits to the reserve for depreciation 
are based upon this value, the question then arises as to how the 
charge offsetting the credit to the reserve should be made. 
Should operations be charged with depreciation based on actual 
cost, or should the operating charge be based upon the appraised 
value? If operations are to be charged with depreciation based 
upon actual cost, an additional charge for the depreciation on the 
excess of appraisal value over cost value must be made to the 
account representing the unrealized increment; these twe charges ' 
will offset the credit to the reserve for depreciation. If operations 
are to be charged and the reserve for depreciation credited with 
depreciation based upon the appraised values, another entry 
must be made charging the unrealized-increment account and 
crediting surplus for depreciation on the excess of appraised values 
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over cost. It will be noted that the net result, as far as the total 
credit to surplus is concerned, is the same under both methods. 

Accountants who are opposed to this second method argue that 
by charging depreciation on replacement values the cost is over- 
stated. This is all very true if actual cost is meant, but actual 
cost is of minor importance as compared with current cost. Costs 
based upon values which prevailed fifteen years ago are not good 
costs. Some of the reasons for depreciating assets on replacement 
values are that the costs are then comparable with the costs of 
other concerns in the same industry which have purchased assets 
at current prices, and if the concern is one which bases its selling 
price on cost, current cost should be the basis. 

Accountants have held for years that dividends should not be 
paid from unrealized profits, but there is nothing wrong in paying 
a stock dividend from unrealized profits. By distributing the 
unrealized profit as a stock dividend the interests of the creditors 
are not affected unfavorably and the position of the concern is 
somewhat improved. If the unrealized increment is distributed 
as a stock dividend the possibility that it may ever be distributed 
as a cash dividend is eliminated, and the operations of the concern 
will be put upon a more sound financial basis because depreciation 
charges will then be made with the prospect of eventual replace- 
ment of the asset at current prices. To illustrate, let us assume 
the following balance-sheet : 

Assets Liabiitties 
ee, Ore $100,000.00 Capital stock....... $100,000.00 


The asset appearing in the balance-sheet is practically new, having 
been purchased at a forced sale. The remaining life of the asset 
is five years, and the current replacement price is $200,000. 
This concern depreciates its asset on actual cost, and all available 
earnings are distributed as dividends. At the end of five years, 
the balance-sheet is as follows: 


Assets Liabilities 
Cs 3 a ce at eee $100,000 . 00 Capital stock....... $100,000.00 


Now it is necessary to replace the asset at the current price, with 
the following effect on the balance-sheet: 


Assets Liabilities 
Machinery.......... $200,000 .00 Capital stock....... $100,000. 
Notes payable...... 100,000. 
$200,000. 00 
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In this concern the working capital is a negative quantity. 
Now, suppose the firm had written up the value of its asset and 
had declared a stock dividend when it was known that a perma- 
nent increase in the value of the asset had taken place. The 
balance-sheet would have been as follows: 


Assets Liabilities 
Machinery.......... _ $200,000.00 Capital stock....... $200,000.00 


At the end of five years the balance-sheet would have been: 


Assets Liabilities 
an. se ; $200,000 . 00 Capital stock....... $200,000.00 


It will be seen from this balance-sheet that there would be suff- 
cient assets on hand to replace the machinery at the advanced 
price. Accountants should frown on the practice of writing up 
the values of assets, and on the declaration of stock dividends, 
unless it is felt that permanent increases in values have occurred. 

Accountants who are opposed to depreciating assets on replace- 
ment values and distributing a stock dividend for the excess of 
replacement value over cost might contend that surplus legally 
available for cash dividends will be reduced by the amount of 
$100,000. But this should not be an objection to the method 
outlined if we recognize the distinction between legal availability 
and financial availability. As pointed out elsewhere in this paper, 
there are few, if any, concerns which could distribute their entire 
surplus and survive. Again, it may be argued that in a manu- 
facturing concern an unrealized profit is present in the inventories 
of manufactured products due to the overstatement of actual 
cost. This objection can be met by the creation of a reserve for 
unrealized profit in inventories. It can not be denied that the 
procedure outlined is good financial practice, and it entails nothing 
unsound from an accounting standpoint. 

In speaking of appraisal valuations, there is another term 
which needs some consideration, namely, realized appreciation. 
It should be clearly understood that appreciation can not be 
realized unless the asset is sold. The term “realized apprecia- 
tion”’ as ordinarily used, refers to the recovery of the excess of 
March 1, 1913 values over cost, by depreciation charges for 
income-tax computations. 

A non-operating reserve is one created by an offsetting charge 
against surplus. Non-operating reserves may be created volun- 
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tarily or may be created in compliance with some statute or con- 
tract with creditors. The creation of non-operating reserves 
amounts to nothing more than earmarking the surplus. It should 
be remembered that a board of directors has the power to transfer 
the amounts in the reserves back into general surplus and to dis- 
tribute the amounts as dividends, provided there is no contract 
or statute to the contrary. This power is often employed by 
boards of directors to establish a regular dividend. In years 
when the profits are large, reserves are created out of surplus, 
thus apparently reducing the amount of surplus available for 
dividends. A reasonable dividend will then be paid out of the 
“available’’ surplus. In years when profits are lean or losses 
are incurred, the board of directors may transfer amounts from 
the non-operating reserves to general surplus and pay a dividend 
from these amounts, thus maintaining their dividend policy. 

Reserves created by contract with creditors have been referred 
to previously in this paper. When a bond issue is floated the 
trust indenture usually provides for the payment to a trustee of 
an amount of money at stated periods, which, accumulated at 
compound interest at a given rate per centum, will be sufficient 
to liquidate the debt at its maturity. Such a fund is called a 
sinking fund. In addition to a sinking fund the trust indenture 
may also provide for a sinking-fund reserve, which is created by 
a charge against surplus and a credit to the sinking-fund reserve 
account. The sinking-fund reserve is usually built up at the 
same rate as the sinking fund. If the trust indenture provides 
for a sinking-fund reserve the board of directors is powerless to 
declare a dividend from such reserved surplus. The object of 
creating a sinking-fund reserve in addition to a sinking fund is 
to afford double protection to the bondholders. One might ques- 
tion the necessity of a sinking-fund reserve in addition to a sinking 
fund. But it is possible for a corporation, after floating an issue 
of bonds which provides only for a sinking fund, to pay out all 
its surplus as dividends, and so to impair its working capital that 
it may be forced into bankruptcy. The provision for a sinking- 
fund reserve prevents a corporation from paying out all its 
surplus as a dividend. 

It is frequently highly desirable from a business viewpoint to 
create non-operating reserves for contingencies, but a board of 
directors should not abuse its power to create such reserves 
merely to withhold dividends from the stockholders. Nor 
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should a board of directors break faith with the creditors of a 
company by revoking non-operating reserves which were in 
existence at the time credit was extended, and upon which the 
creditors relied in extending credit. 

Non-operating reserves should, however, be created by the 
board of directors whenever, in its opinion, such reserves are for 
the best interests of the company. Stockholders look longingly 
at a large surplus, hoping that it will be distributed as a dividend, 
but they often do not realize that a distribution of the entire 
amount might wreck the company. There are few, if any, cor- 
porations which could distribute their entire surplus and survive. 
The growth of a business demands the retention of some of the 
surplus in order to carry the inventories and accounts receivable 
at their maximum. 

Let us now consider briefly the status of the surplus of a busi- 
ness which has outstanding preferred stock of no par value, sub- 
ject to redemption at a higher price than that paid for the stock. 
For example, suppose a company is organized with an authorized 
capital of 4,000 shares of common stock having a par value of 
$100 a share, and 4,000 shares of participating preferred stock of 
no par value, subject to redemption at $100 a share. Further, 
assume that the total authorized issue is fully subscribed, the 
common stock being sold at par and the preferred stock of no 
par value being sold for $300,000. After operating for some 
time the company has accumulated a surplus of $200,000. Now 
the question is whether the entire $200,000 is available for divi- 
dends or whether $100,000 of the surplus should be credited to 
the preferred-stock account to bring it up to redemption value. 
If the company were to liquidate, two entirely different results 
would be obtained, depending on the position taken as to the 
status of the $200,000 surplus. If it is held that the $200,000 
is available for dividends the common stock would receive 
$100,000 and the preferred stock would receive $100,000 as a 
distribution of surplus; the preferred stockholders would then 
receive $400,000, the redemption price of their stock, and the 
common stockholders would get the balance, $300,000. In 
other words, the net worth of the business before dissolution was 
$900,000, and upon dissolution the preferred stockholders would 
receive $500,000 and the common stockholders $400,000. But if 
it is held that only $100,000 is available for dividends and that 
the other $100,000 should be reserved or credited to the preferred- 
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stock account, the division of the net worth, $900,000, between 
the two classes of stock will be equal. 

In the absence of court decisions on this point it appears that 
the second procedure outlined is the proper one. Prior to disso- 
lution the surplus of $200,000 which is shown on the balance- 
sheet is legally available for dividends. If the entire surplus 
is distributed before dissolution the preferred stockholders 
would receive $100,000 and the common stockholders would 
receive $100,000. If the corporation were to dissolve after dis- 
tributing the surplus of $200,000 the preferred stockholders 
would receive $400,000, and common stockholders would receive 
$300,000 in payment of the capital stock. In other words, if the 
entire surplus is distributed prior to dissolution the common 
stock must bear the difference between the redemption price and 
the price paid in on the preferred stock. But if the corporation 
were to dissolve before declaring the $200,000 surplus as a 
dividend a different distribution would result. When a corpora- 
tion is dissolved a definite liability to the stockholders is incurred 
which in the present case would mean that both classes of stock 
must be paid in full if there are sufficient assets to pay them after 
providing for all outside liabilities, and any excess of assets would 
be divided equally among all the stockholders. In the case at 
hand the distribution of the net worth would be $400,000 to the 
stockholders of each class of stock in payment of the capital stock, 
and an additional $50,000 to the stockholders of each class of 
stock as a distribution of the excess assets. 

A much clearer situation exists in the case of non-participating 
preferred stock of no par value. In liquidation the preferred 
stockholders would receive their stipulated dividend in addition 
to the redemption value of their stock. The balance of the net 
worth would then belong to the common stockholders. 

Before finishing this discussion there is one more point which 
needs consideration—the presentation of surplus in the balance- 
sheet. The surplus should be shown in the net-worth section 
of the balance-sheet. It should not be shown as a lump sum. 
Under the heading of surplus should appear the amounts reserved 
in compliance with statutory requirements or contractual obliga- 
tions; the amounts voluntarily reserved for specific purposes, 
and the amount available for dividends. The total of these 
amounts should be added to the outstanding capital stock and 
the result, the net worth of the business, extended. 
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After all, a balance-sheet is nothing more than a picture of the 
financial condition of a business. The accountant is the photog- 
rapher of this picture, and it is his duty to present a clear, under- 
standable print. The stockholders are most interested in the 
amount of surplus available for dividends, and the creditors in 
the amount of surplus reserved. The balance-sheet which does 
not show both of these items clearly has lost much of its value 
because it does not convey the desired information to either of 
the interested parties. 
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The Board of Tax Appeals and Net Income 
By JAMEs L. Dour 


Ever since the passage of the first income-tax law requiring a 
determination of net income for the purpose of computing tax 
liability, tax administrators, accountants and lawyers have di- 
rected their efforts to the solution of the many problems of net- 
income determination. To the accountant the problems were by 
no means novel; the preparation of profit-and-loss statements and 
the determination of net profits had long given rise to similar 
questions. The experience gained in the accounting field and the 
principles and procedure developed therein are given a measure 
of recognition in the federal income-tax law which provides in 
general that taxable net income shall be computed in accordance 
with the method of accounting regularly employed in keeping the 
books of the taxpayer—so long as such method ‘“‘clearly reflects 
the income”’ (revenue acts of 1924 and 1926, section 212—b), andin 
the regulations issued thereunder which provide that ‘approved 
standard methods of accounting will ordinarily be regarded as 
clearly reflecting income’’ (Regulations 65, article 23). Nor 
can it be said that the problems of income determination were en- 
tirely new to the lawyer, though frankness compels the admission 
that many of the legal efforts devoted to its solution have left much 
to be desired. 

Experience under the various federal revenue acts in the deter- 
mination of net income has never been entirely satisfactory from 
the accounting point of view. In the center of a comparatively 
new and decidedly optimistic business field, the philosophy of the 
American accountant has been developed along the lines of a care- 
ful conservatism not always in harmony with the law and regula- 
tions affecting net income. A typical accounting definition of the 
term indicates this backward leaning. ‘‘The net income of a 
business is the surplus remaining from the earnings after pro- 
viding for all costs, expenses and reserves for accrued or probable 
losses’ (Montgomery, Auditing Theory and Practice, page 308). 
When such a definition is applied and careful provision is made for 
all ‘‘accrued or probable losses,’’ a result is obtained which tends 
toward the understatement of net income rather than toward an 
inflated or optimistic presentation. The succinct definition of 
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income laid down by the supreme court can scarcely be used as a 
working standard. ‘Income may be defined as the gain derived 
from capital, from labor or from both combined, provided it be 
understood to include profit gained through a sale or conversion 
of capital assets’’ (Eisner v. Macomber, 252 United States 189). 
To say that income is a gain or a profit gained is to say nothing. 
Further than this, the supreme court in interpreting the word 
“‘income”’ as used in the constitutional amendment seems, curi- 
ously enough, to have regarded the word as the substantial equiv- 
alent of what the accourtant calls gross income rather than net, 
and congress is permitted to levy a tax on an artificial net income 
in which no deduction is permitted for certain necessary expenses. 
No accountant, for instance, would compute net income from a 
mine without making allowance for depletion, yet so far as the 
supreme court is concerned such expense may be denied as a de- 
duction without offending the constitutional limitation (Stanton 
v. Baltic Mining Co., 240 United States 103). The result is 
clearly a tax on capital rather than on income. More effective, 
by far, is an effort toward definition such as that of Professor 
Robert Murray Haig: “Income is the money value of the net 
accretion to one’s economic power between two points of time’”’ 
(The Federal Income Tax, Columbia University Press, 1921). 
Economic power may be of a somewhat doubtful quantity, but 
substitute the term ‘‘economic wealth”’ and the accountant should 
recognize one of his own methods of net-profit determination, that 
of a comparison of balance-sheets. Further than this, however, 
the definition requires modification to permit recognition of the 
concept of realized income since increases in economic wealth 
may not, as in the case of appreciation in land value, give rise to 
realized income. This modification is extremely important since 
the income tax is in essence an attempt to reach ability to pay, 
which can only be properly measured by realized income. When 
net income is used as a basis for taxation, its determination in- 
volves the dual problem of establishing (a) what is income in a 
given situation, and (b) whether or not the income is realized by 
the taxpayer in the sense that he has received sufficient gain 
properly to pay the tax. 

It is submitted, however, that the accountant’s basic difficulty 
arises from a failure to recognize that there is, as a matter of law, a 
distinction between net profits and net income for tax purposes. 
Net income is a statutory concept, and once this fact is recognized 
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many rulings otherwise objectionable can be approved as being 
correct—at least under the taxing statute. Any objections to the 
concept should then of course be made to congress rather than to 
the administrators of the law. On the other hand, the lawyer 
has been prone to regard the term ‘“‘net income”’ as an artificial 
concept, ignoring the explicit direction of the statute that net 
income be computed “‘in accordance with the method of account- 
ing regularly employed in keeping the books of the taxpayer,’’ so 
long as such method ‘“‘clearly reflects the income.” 

After a long process of experimentation, congress, in the revenue 
act of 1924, created the board of tax appeals as a part of the 
federal tax collecting and administering plan. When the com- 
missioner of internal revenue has finally determined that 
additional taxes are due from a taxpayer, the latter may take an 
appeal to the board. When the appeal is heard the taxpayer ob- 
tains, under proper pleadings, a de novo consideration of his 
return for the year involved, and the board decides whether the pro- 
posed deficiency shall be disallowed or allowed in whole or in part. 
In this situation the board has rendered numerous decisions, some 
of which are of considerable interest with relation to the problem 
under consideration, namely, the determination of net income. 
It is proposed to show by a review of these decisions that the 
board, while realizing clearly that it is dealing with a statutory 
concept, is disposed carefully to consider correct and approved 
accounting principles but has not as yet given these principles 
the full measure of recognition they deserve. 

The board recognized from the start the proposition that 
income in general may be determined upon the so-called cash or 
accrual bases, and that the inclusion of items of gross income and 
the taking of deductions therefrom must be determined in the 
light of the method, cash or accrual, adopted by the taxpayer 
(appeal of Henry Reubel, 1 B. T. A. 676). When the taxpayer 
has reported on either of the bases allowed, the decision as to what 
amounts may be included in gross income or what amounts are 
deductible therefrom should be made with due regard to the 
underlying accounting principles involved. For instance, where 
the taxpayer reports on the cash basis, it is obviously improper to 
allow a deduction as a bad debt for interest accrued which has 
not at any time been reported as income (appeal of Charles A. 
Collins, 1 B. T. A. 305). Bad debts must be charged off in order 
to be deductible, and, as the board pointed out, what is charged 
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off must first be ‘charged on’’. On the cash basis no “charge 
on”’ is made for interest accruals. 

Of course, strictly speaking, there are no accounting principles 
underlying the cash basis. No accountant would think of pre- 
paring a profit-and-loss statement on the cash basis and the 
phrase “income on the cash basis”’ is in itself a contradiction of 
terms, since even under that method of income determination a 
measure of accrual is required in the recognition of inventories, 
capital expenditures, accounts receivable for sales, accounts pay- 
able for purchases and depreciation. Where merchandise is an 
income-producing factor the only difference between the cash and 
accrual bases lies in the consideration of accounts receivable and 
payable at the opening and closing dates for other than merchan- 
dise sales or purchases. Only the necessities of the situation re- 
quire a recognition of the fact that the so-called cash basis is 
actually used as a method of accounting. 

While no quarrel may be had with the board on its general re- 
quirement of consistency in the method of accounting adopted, it is 
by no means clear that the taxpayer is limited to a choice of either 
the cash or the accrual basis. The board’s decisions were made 
largely under the revenue act of 1918, but viewing the situation as 
it exists under later revenue acts as well, it would seem that other 
methods of reporting might be adopted. Consider the following 


statutory directions (the italics are ours): 


(a) The net income shall be computed .. . in accordance 
with the method of accounting regularly employed in keeping the 
books of the taxpayer (section 212 (b), revenue act of 1926). 

(b) Unless the method so employed does not clearly reflect the 
income (same section). 

(c) The terms “paid or accrued’’ and “paid or incurred”’ 
shall be construed according to the method of accounting employed 
in determining net income, and 

(d) The deductions shall be taken in the year in which paid or 
accrued, or paid or incurred, dependent upon the method of ac- 
counting used in determining net income, unless in order to clearly 
reflect the income such deductions should be taken as of a different 
period (section 200 (d), revenue act of 1926). 

(e) Items of gross income shall be reported when received 
unless under the methods of accounting permitted such items are prop- 
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perly accounted for in a different period (section 213 (a), revenue act 
of 1926). 

These provisions indicate only two limitations upon the method 
of net-income determination. The accounting method used on 
the books must be followed so long as it clearly reflects income. 
The statute permits not only the cash or accrual bases, but any 
accounting method which clearly reflects income. It is submit- 
ted that the commissioner of internal revenue, in prescribing two 
methods for the reporting of income on long-term contracts has 
correctly permitted as a third method any accounting method 
which clearly reflects the income (article 36 of Regulations 62). 

A review of the decisions to date shows strikingly that the 
board has made commendable efforts to determine what are the 
recognized principles of accounting, and has not hesitated to 
overrule the commissioner of internal revenue when accounting 
principles were ignored. Thus, in the appeal of the Goodell- 
Pratt Co. (3 B. T. A. 30, Nov. 14, 1925), the board held that 
expenditures for developing patents, etc., which had been charged 
to expense in prior years by the taxpayer should have been capi- 
talized, and that such expenditure should be restored to surplus 
account. The commissioner of internal revenue had held that 
such expenditures fell in a class where the taxpayer had an option 
to charge to expense or to capitalize, and that once charged either 
way the option was exercised and became binding. The board 
said, after reviewing the legal and accounting authorities, that 
the expenditures were clearly capital; that accounting principles 
did not permit an option as between two diametrically opposed 
methods of treatment, and that the expenditures heretofore 
erroneously charged to expense should be restored to the surplus 
account. The decision is typical of many efforts made by the 
board to recognize sound accounting principles. 

In other cases, however, accounting principles have not fared so 
well at the hands of the board. In the case of a paving contrac- 
tor who received full payment in the year in which a contract was 
performed, the entire amount received was held to be taxable al- 
though the contractor had agreed to keep the paving in repair for 
a period of years (Uvalde Co.’s appeal, 1 B. T. A. 932). The 
taxpayer attempted to reserve a part of the income to take care of 
the expenditures for repairs. No accountant, of course, would 
consider any proposition other than just such a reservation before 
stating the net income from the contract. As a practical matter, 
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however, the accountant would take care of the situation some- 
what as follows: 





Gross income from contract...............000ceeeeee $100,000 
I, 6p dec cisicesi sieadepeiniuke $50,000 
ae tele Gain civeene sahediiaine bak 5,000 

55,000 

IN onic cis clt mk ews emacemnuls Pree $45,000 





Handling the situation in this way indicates that the item 
‘Reserved for repairs”’ is a deduction similar to expenses of per- 
formance. If the accountant were discriminating he would por- 
tray the situation as follows: 


Gross income from contract (less unearned portion of $5,000)... .. $95,000 
I POCO T OT OTT Ce CREPE 50,000 
NS Fa oa. 5 cnt hw ed bial Sd Oh A ced Ra $45,000 


The board treated the estimated cost for maintenance as in the 
nature of an expense or expenditure, and since it could not be said 
to have been paid or incurred in the taxable year no deduction 
could be allowed. What the board failed to see was that the ques- 
tion was in no sense one of deductibility but rather a question of 
determining how much of the money received was income. Money 
received in circumstances imposing upon the recipient a liability to 
perform certain acts is not income so long as the liability exists. 
The money is not earned until the services are performed. 

If the board were correct in supposing that the reservation for 
repairs involved a deduction the decision would be sound as a 
matter oflaw. As indicated above, the supreme court, in defining 
income as used in the constitutional amendment, has consistently 
made a curious distinction between gains, or credits to profit-and- 
loss account, and losses, or debits to that account. The amend- 
ment covers gains or credits only, and congress may apparently do 
as it pleases in the matter of allowing deductions. Congress may 
tax a net income without allowing a deduction for depletion (Von 
Baumbach, collector v. Sargent Land Co., 242 U.S. 503) or it may 
allow depletion as a deduction only up to 5 per cent. of the gross 
value of the output at the mine (Stanton v. Baltic Mining Co., 240 
U.S. 103). Following this idea the circuit court of appeals, third 
circuit, said in Ludington v. McCaughn (1 Fed. 689): 


“Taxable gain is a constitutional concept denoting income which the 
taxpayer has derived, while deductible loss is a creation of congress, vary- 
ing from time to time, as congress deals with it in various ways.” 
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The board, of course, must follow this distinction as a matter of 
law even though every accountant might disagree with it. To 
the accountant income is a matter of both gross income and de- 
ductions. The board, however, was not obliged to use this judi- 
cial interpretation in a situation where it was not applicable. 

Where the taxpayer makes payment in cash for benefits to be 
obtained in future years he is not allowed to deduct such payment 
at the time made. In Allard & Bro.’s appeal (1 B. T. A. 631), the 
taxpayer in 1921 paid his rent in advance for 1922 to 1925. His 
returns were made on a cash basis. The board said that no de- 
duction should be permitted in 1921 because the payment, as far 
as that year was concerned, was a capital item. The accountant 
would, of course, agree but he would also insist that the lessor had 
no income by virtue of the payment, and that the situation of the 
lessor and that of the paving contractor were identical. The 
accountant can not consider any money received as income so long 
as there is a fair probability that further expense must be incurred. 
This possibility is taken care of by a reservation which, carefully 
considered, is the segregation of a part of the receipts, and the ex- 
clusion of that part from the profit-and-loss account. The board, 
treating such reservations as claims for deductions, naturally 
finds no authority therefor. 

In another group of cases the board has passed upon the ques- 
tion as to when, upon the accrual basis, a given item of expense 
becomes deductible. The decisions are somewhat narrow and 
overly legalistic, in that generally no deduction is allowed until a 
legal liability has been incurred. A typical decision along this 
line is that of the appeal of the Guarantee Construction Co. 
(2 B. T. A. 1145), holding that the federal income tax, under the 
revenue act of 1918, accrues on March 15th of the following year, 
when due and payable, and may not be set up as a liability on 
December 31st of the year to which it is applicable. Accounting 
principles require a broader viewpoint. While there will always 
be some doubt as to how far accruals should be made, the account- 
ant goes beyond legal liabilities and accrues all probable expenses 
or costs. The accountant on December 31st requires: 

(1) A showing of all legal liabilities due and payable. 

(2) A showing of all legal liabilities though payable at a future 
date. 

(3) A reservation for expenses and losses applicable to the past 
period which will probably be incurred or experienced. For in- 


433 








The Journal of Accountancy 


—- — 
a — 





stance, if the company is legally bound to pay a pension on disabil- 
ity of a workman, provision is made in advance for such liability 
by charging the periods in which the workman performs services. 

While the wording of the statute will not permit a full recogni- 
tion of the accounting principles involved it is contended that a 
broader viewpoint could be adopted by the board. The owner of 
accounts receivable who is bound to allow a discount if a debtor 
makes payment within a certain time should be allowed a deduc- 
tion in advance where experience shows that a large percentage of 
customers will probably take advantage of the discount. 

A serious doubt has been cast on the correctness of the board’s 
decision in this type of case by the recent supreme court decision 
of United States v. The Yale & Towne Mfg. Co. (decided January 
4, 1926). In this case the Yale & Towne Mfg. Co. was, during 
the year 1916, engaged in the manufacture of munitions. The 
munitions tax for that year became due and was paid in 1917. 
The revenue act of 1916 permits a deduction for taxes paid, and 
the company contended that inasmuch as the munitions tax was 
not paid during the year and did not become due and payable until 
1917, it should be deducted in 1917. The returns were made on 
the accrual basis, and it was argued that the tax did not accrue 
until due and payable. The supreme court rejected this legal- 
istic argument and held the tax a deduction in 1916. The court 
said that the provisions of the statute permitting the returns to be 
made on the basis on which the books were kept, so long as such 
basis clearly reflected income, were intended 

““, ... to enable taxpayers to keep their books and make their returns 
according to scientific accounting principles by charging against income 


earned during the taxable period, the expenses incurred in and properly 
attributable to the process of earning income during that period; 


The court said further: 


“The appeliee’s true income for the year 1916 could not have been 
determined without deducting from its gross income for the year the total 
cost and expenses attributable to the production of that income during the 

ear. The reserve for munitions taxes set up on its books for 1916 must 
ave been deducted from receivables for munitions sold in that year before 
the net results of the operations for the year could be ascertained.” 


The narrow and legalistic view that accruals are permissible 
only when the items of expense become due and payable was 
definitely rejected in the following passage: 


“In a technical legal sense, it may be argued that a tax does not accrue 
until it has been assessed and becomes due; but it is also true that in ad- 
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vance of the assessment of a tax, all the events may occur which fix the 
amount of the tax and determine the liability to pay it. In this respect, 
for purposes of accounting and of ascertaining true income for a given 
accounting period, the munitions tax here in question did not stand on any 
different footing than other accrued expenses appearing on appellee’s 
books. Inthe economic and bookkeeping sense with which the statute and 
treasury decision are concerned, the taxes had accrued.” 


The reasoning of the Guarantee appeal was applied consistently 
in the appeal of L. S. Ayers & Co. (1B. T. A. 1135). It was there 
held that in determining invested capital the surplus at the begin- 
ning of the year need not be reduced by dividends paid during the 
year (outside of dividends paid within the first sixty days) so long 
as the year’s earnings up to the dividend date, without deducting 
therefrom any portion of the year’s income and profits taxes, were 
large enough to take care of the dividend. Thus, in determining 
the amount available for payment of a dividend on April 1, 1918, 
no deduction need be taken from the earnings from January 1, 
1918, to April 1, 1918, for the 1918 tax due and payable in 1919. 
This decision is entirely consistent with the Guarantee Construc- 
tion Co. appeal, but like that appeal it is seriously questionable 
under the decision in the Yale and Towne case. The board of 
tax appeals says, in effect, that the tax for 1918 accrues on March 
15, 1919, whereas the supreme court says it accrues in 1918. The 
question now remains as to what the supreme court would do in 
the situation presented by the L. S. Ayres appeal. 

The court of claims recently had occasion to answer this ques- 
tion in the case of D’Olier, et al. v. United States, decided March 15, 
1926, and it was held that the earnings available to pay a dividend 
in any year must be reduced by the proportionate part of the 
year’s taxes. The court seemed to consider the question as an- 
swered by the Yale and Towne case, and interpreted that case as 
holding that the taxes accrued during the year rather than on 
March 15th of the succeeding year, thus arriving at an opinion 
contrary to that of the board of tax appeals. It is submitted in 
this relation that the court of claims has overlooked an alternative 
interpretation of the Yale and Towne case, namely, that the tax in 
question accrues, not on March 15th of the succeeding year, nor 
during the year, but rather at December 31st of the year in ques- 
tion. It is only on December 3ist of any year that it becomes 
certain that a tax will have to be paid, since prior to that time a 
profit may be changed to a loss by subsequent events. On this 
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basis, the L. S. Ayres case may be approved and reconciled to the 
Yale and Towne case. 

Since the time of these decisions the revenue act of 1926 has 
been passed with a clause apparently nullifiying the effect of the 
Guarantee Construction Co. case. This section appears as 
follows: 

“Sec. 1207. The computation of invested capital for any taxable year 
under the revenue act of 1917, the revenue act of 1918, and the revenue 
act of 1921, shall be considered as having been correctly made, so far as 
relating to the inclusion in invested capital for such year of income, war- 
profits, or excess-profits taxes for the preceding year, if made in accordance 
with the regulations in force in respect of such taxable year applicable to 


the relationship between invested capital of one year and taxes for the 
preceding year.” 


The regulations referred to required a deduction from surplus 
as of the beginning of the year for the instalments of income and 
profits taxes paid, but only from the date of each instalment 
(article 845 of Regulations 45 and article 845 of Regulations 62; 
see appeal of Russel Wheel and Foundry Co., docket 2029, de- 
cided April 3, 1926). 

The board’s theory of accruals is again of somewhat doubtful 
and inconsistent character with relation to deductions for offic- 
ers’ salaries. It is frequently desired to compensate officers in 
proportion to the results they obtain in the way of profits. Asa 
practical matter, such profits are usually not ascertainable until 
after the close of the year. Of course, if an officer has an agree- 
ment whereby he is to receive a certain percentage of profits, a 
legal liability exists on the closing day of the year, and no one 
would dispute the deductibility of such bonus. Wherever the 
board can find a legal obligation to pay arising within the taxable 
year, the deduction is allowed even though the amount is deter- 
mined and entered after the close of the year (appeal of Reub 
Isaacs and Co., 1 B. T. A. 45). Where no such legal obligation 
can be found the deduction is not allowed (Jamestown Worsted 
Mills appeal, 1 B. T. A. 659). 

It is submitted that the determination of income depends upon 
no such requirements of a legal obligation, and that there is ample 
warrant in the statute for deductions when no legal liability exists. 
Suppose that officers’ salaries (in excess of a normal amount) are 
determined after the close of the taxable year, without prior agree- 
ment, on the basis of profit as shown by the books, and that the 
amounts so determined are reasonable compensation for the 
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services rendered. The following might be a typical situation for 
a series of years: 


1917 1918 1919 1920 
Net income before extra compensa- 


i 6.005% a chan Saceewadexe1 $100,000 $250,000 $640,000 $20,000 
Additional compensation determined 
without prior agreement........ 40,000 100,000 250,000 None 


According to the board’s decisions the net income would be de- 
termined as follows: 


Net before Bonus Taxable 

bonus deduction income 

Is oniynin be each k aatace Oat $100,000 None $100,000 
Wh nivs s cceaseesccsscok eee 250,000 $40,000 210,000 
Sg o.000 eon td need wo khareeeene 640,000 100,000 540,000 
SG S nv dekh Func enserekeeee: meee 20,000 250,000 Loss— 230,000 


Obviously such a method results in a ridiculous statement of in- 
come, and if ever there was a situation in which the statutory 
mandate of clearly reflecting the income should be brought into 
play, this is it. The bonus of $250,000 was intended to be paid 
from the profits of the year 1919 and should be deducted there- 
from. In other words, quite apart from any requisite of a legal 
obligation, reference should be had to the period to which the ex- 
penditure relates and the period which received the benefit of the 
services for which the payment compensates. According to the 
Yale and Towne case, the earnings of the period are to be reduced 
by expenses properly attributable to the process of earning income 
during the period. 

In the matter of inventories, the board has expressed itself as 
regarding consistency in inventory practice of greater moment 
than the methods of inclusion and valuation with relation to a 
specific inventory (Buss Co.’s appeal, 2 B. T. A. 266). In this 
position the board has correctly determined the accounting sig- 
nificance of the inventory, namely, the correct allocation of in- 
come to the various accounting periods. If the tax rates were the 
same from year to year, there would usually be no difference in the 
tax payable, whatever the inventories used, since the closing in- 
ventory of one year (a credit to profit-and-loss account) becomes 
the opening inventory of the next year, and a debit to profit-and- 
loss account. In determining the valuation of inventory items 
under the rule of cost or market, whichever is lower, the board 
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has failed to apprehend the accounting problem involved. Every 
accountant realizes that both market and cost, particularly in 
the case of goods in process and finished goods, is a matter of es- 
timate. This is equally true of goods which are damaged, 
deteriorated or obsolete. In many cases proper valuation can be 
arrived at only by a process of estimating and adding or deducting 
percentage allowances for various items. In other words, there 
are no such things as absolute true inventories as required by the 
board. An intelligent attempt to approximate proper valua- 
tions by percentage allowances should be permitted though the 
board hold otherwise (Kleeman Dry Goods Co.’s appeal, 2 B. T. 
A. 369). The board’s difficulty here seems to arise from a failure 
to recognize that inventory valuation is at best a matter of 
judgment and approximation. 

In the matter of the general rule for the inclusion of items in the 
inventory, the board has accepted the title basis established by 
the commissioner’s regulations (article 1611, Regulations 62). 
That is, where a taxpayer has made purchase commitments, and 
on the closing day of the taxable year finds that the market has 
declined he is unable to take the loss because he does not have title 
to the merchandise in question (appeal of Haas Bros., 3 B. T. A. 
113). It is difficult to see the precise difference between a tax- 
payer who has acquired title to merchandise and his fellow tax- 
payer who is under a contractual obligation to take merchandise 
where the market has declined. The mere fact that one taxpayer 
has acquired possession and title would not seem to give him a loss 
any more than if he had merely a contractual liability to take 
goods where the market has declined. From the accounting point 
of view, such a loss is realized and could easily be included in the 
income-tax return under a modification of the title rule. In this 
relation it may be pointed out that as a matter of practical con- 
venience the test of possession would be far preferable to that of 
title. The determination of title often involves numerous com- 
plications, whereas possession may easily be determined by any- 
one (section 100, New York personal property law). Asa matter 
of fact, the title basis can be justified only on the ground that risk 
of loss, with one or two exceptions, follows title (section 103, 
same). The proper basis for inventory inclusion, in theory 
at least, would seem to be that which gives proper effect to 
risk of loss, including in such risk the risk of decline in market 
value. 
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It was in a series of decisions relating to the so-called instal- 
ment method of reporting income from sales of personal property 
and real estate that the board arrived at one of its most startling 
conclusions. After recognizing this method of accounting in an 
early case (Franc Furniture Co.’s appeal, 1 B. T. A. 420), the 
board later held that the method was not warranted by the 
revenue act of 1918 (appeal of B. M. Todd, 1 B. T. A. 762). In 
spite of the emphasis placed in that act upon methods of account- 
ing which clearly reflect income, the board held that only two 
methods were permissible, the cash or the accrual, and inasmuch 
as the instalment-sales method was neither of the two it could not 
be used. The decision was followed in the appeal of H. B. 
Graves Co. (1 B. T. A. 859), and later in the appeal of the Hoover- 
Bond Co. (1 B. T. A. 929), though not in the latter case without 
a tremor of remorse for old article 42 of Regulations 45. In the 
appeal of 650 West End Ave. Co. (2 B. T. A. 958), the same 
bitter treatment was given the instalment method as applied to 
realty sales. 

It seems clear, as pointed out above, that the board is in error 
in stating that only the cash or the accrual method is permissible in 
the determination of net income. The act permits any method 
of accounting which clearly reflects income. The board’s decision 
can be accepted only as the basis of a holding that the instalment- 
sales method does not clearly reflect income. On this proposition 
the accountant can not agree with the board. As to sales of per- 
sonalty, where the taxpayer’s business is made up largely of such 
transactions, the accrual basis may be justly applied in the long 
run by a liberal allowance for bad debts, based on the taxpayer’s 
experience with instalment-sales agreements which are not car- 
ried out. This procedure is not free from difficulties, however, 
and the board’s decision leaves us with the embarrassing question 
as to how the income shall be determined. The basic theory of 
income taxation lies in the concept of realized income, so that a 
small payment on account for a sale to customers of generally 
doubtful credit does not warrant the reporting of realized income 
on the transaction. Furthermore, in the case of instalment sales, 
and particularly sales of real estate, the alternative of the instal- 
ment-sales method may, as a matter of law, be the method where- 
by no profit is taxable until the amounts received exceed the cost 
of the property sold, by forcing the courts to a strictly cash 
method of income determination. In State ex rel. Waldheim & Co., 
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Inc., v. Wisconsin tax commission (204 N. W. 481), the court 
followed the decision of the Todd case, but the dissenting opinion 
indicates what some courts may decide, namely, that a promise to 
pay can not give rise to taxable income. 

Where a dealer sells a phonograph costing $50 for $100 in cash, 
there can be no question that a profit of $50 is realized. If the 
$100 is paid in any other way than in cash, the test of realized 
income is the fair market value of the property received (section 
202 (a) and (b), revenue act of 1918). Where the sale is made 
upon a so-called open account the obligation of the buyer is 
treated as the equivalent of cash, and where the credit of the 
buyer is good, and a deduction is allowed in the form of a reserve 
for bad debts, the profit may be regarded as realized. In the 
instalment business, however, the credit of the buyer is often 
questionable, and it is a matter of extreme doubt whether or not 
his obligation should be treated as having a fair market value. 
Approaching the problem from this angle, it may be that no profit 
is realized until the instalment payments exceed the cost of $50. 
The board’s decisions may result in ultimately giving the taxpayer 
more than he would get if the instalment-sales method were 
approved. 

Following these decisions, the revenue act of 1926 was passed 
with a provision designed to negative the effect of the board’s 
decisions. Under section 212 of this act, the instalment dealer is 
accorded the privilege of reporting his profit as cash is collected. 
This method is made retroactive by section 1208, which provides 
as follows: 


“Section 1208. The provisions of subdivision (d) of section 212 shall 
be retroactively applied in computing income under the provisions of the 
revenue act of 1916, the revenue act of 1917, the revenue act of 1918, the 
revenue act of 1921 or the revenue act of 1924, or any of such acts as 
amended. Any tax that has been paid under such acts prior to the enact- 
ment of this act, if in excess of the tax imposed by such acts as retroactively 
modified by this section, shall, subject to the statutory period of limitations 
properly applicable thereto, be credited or refunded to the taxpayer as 
provided in section 284.” 


It seems rather regrettable that congress should be called upon 
to legislate on the detailed procedure of computing income. If 
the process continues, there will eventually be no need for regu- 
lations as such, since the revenue act will include sections covering 
all details. 

As indicated at the outset, this summary, while not exhaustive, 
indicates a commendable effort on the part of the board to recog- 
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nize generally accepted accounting principles in the determination 
of net income. Whatever one’s criticism of the decisions may be, 
it is obvious that the accountant’s theories and practices are 
being considered more carefully than ever before. No one 
should hesitate to approve this tendency, since the accountant’s 
conservatism lends itself peculiarly well to the measurement of 
an equitable basis of taxation, namely, ability to pay as shown by 
realized income. Questions of statutory construction will always 
arise and must be dealt with fairly, but it requires no great amount 
of optimism to predict that accounting principles will be given 
more and more recognition in the administration of income tax- 
ation. 
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EDITORIAL 


The lower house of the legislature at 

New York Accountancy Diem: deta t on of . 
Bill Defeated y defea y a vote of approx 
imately two to one the bill to “‘liberal- 

ize’’—which is something of a euphemism—the requirements for 
admission to practice as a certified public accountant in the state 
of New York. The bill, known by the name of its introducers in 
the two houses as the Hutchinson-Downing bill, was for all prac- 
tical purposes a repetition of the McGinnies bill of 1924 and of the 
Phelps-Downing bill of 1925. In brief, it was designed to bring 
about restriction of the practice of accountancy by forbidding any 
person not certified under the act to do any of those things which 
by a definition included in the act were to be regarded as public 
accounting. It fixed pains and penalties for unlawful practice. 
It was intended to protect the public from the perils of practice by 
persons inadequately prepared to render service as professional 
accountants. Knowing full well that such a sweeping reform 
would be opposed on the ground that it would infringe the rights 
of persons practising without certification, it was provided that 
the board of regents through its appointed agents might register 
for certification all practitioners—in effect all who by the widest 
sway of fancy might lay claim to the status of practitioners— 
without insistence upon preliminary education or the satisfaction 
of examination tests. This was to be the way of providing for 
the uncertified, whose rights would be placed in jeopardy by re- 
strictive laws. After a time the ‘waiver’’ door was to be closed 
forever and no one would be admitted thereafter to practice who 
had not satisfied the most rigid demands of a state board of ac- 
countancy appointed by the regents of the university of New 
York. There were other somewhat controversial features of the 
bill, but they are relatively unimportant in consideration of a 
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measure which fortunately requires, for the present at least, only 
retrospective attention. 


The Hutchinson-Downing bill although 
Reasons for Opposition defeated is of much significance and not 

a little interest because of the far- 
reaching changes which it sought to effect. Its innovations were 
fundamental. In a few states—notably in Maryland—there has 
been attempt to establish restriction in the practice of account- 
ancy; and so far there is nothing to indicate that in Maryland, at 
any rate, the law will not be upheld by the courts if the question of 
constitutionality ever arises. For many reasons there is a great 
deal to be said in favor of restrictive legislation, provided it can be 
brought about without injustice to anyone and without lowering 
professional standards. But these are ponderable provisos. The 
American Institute of Accountants has expressed a rather qual- 
ified approval of the principle of restriction, emphasizing the 
inescapable necessity for maintenance of high standards. Some 
quite silly things have been said and written about the attitude of 
the Institute in this matter, but in the perfervor of political effort 
silly things in word and deed are not unusual. The truth of the 
case is that in extending approval the committee of the Institute 
said: 

“In view of the answers received and the opinions expressed, your 
committee believes that there is a feeling throughout the country that the 
time is ripe for restrictive legislation, provided such restrictive legislation 
is of a nature that will be beneficial to the accounting profession and the 
business community.” 

In other words, it was quite clear that there should be no tamper- 
ing with established standards. Restriction gained at the cost of 
lowered fences would be far too expensive. The opposition ad- 
vanced by the president of the Institute, when the hearing on the 
Hutchinson-Downing bill occurred at Albany, was based on the 
absolutely imperative need for protecting the state from the 
menace of an influx of incompetents. New York has stood for 
many years firmly for the principle of fair preliminary education 
and a reasonably difficult and searching examination of profes- 
sional knowledge. New York boasts a greater number of ac- 
countants certified and not certified than any other state in the 
union. Raising or lowering the standards in that state would not 
be without effect in some other states. For this reason and also 
in the belief that the accomplishments of those who during nearly 
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thirty years have been meeting the requirements of education and 
examination should not be set at naught, the Hutchinson-Down- 
ing bill was strongly opposed by the spokesman for the Institute. 
In the legislative activities of 1924 and 1925 in New York the 
Institute did not participate, but this year the situation demanded 
interposition by the national body. 


, . Opposition to the proposed act was led 
ee, by the New York State Society of 

od Certified Public Accountants, and it is 

largely due to the vigilance and energy of that body that the danger 
was averted. The society through its committees and officers 
labored valiantly and effectively. Yet there is some misunder- 
standing of the whole affair because the society in 1924 and in 
1925 was leading the attempt to secure enactment of a law to all 
intents the same as that which this year the society opposed. 
Quite evidently there must have been some potent reason for so 
sudden and complete a change of policy. The truth of the matter 
is that various things have happened since the McGinnies bill was 
before the governor and vetoed by him after passing the legislative 
houses in 1924. When the origin: | measure was introduced it was 
supported in the beliéf that somefiiing should be done to prevent 
practice by incompetent persons, and in order to attain that end 
it seemed to some accountants that it might be well to make the 
sacrifice involved in a reopened waiver clause if by that means 
restriction could be effected ultimately. The thesis that final 
good will compensate present evil was accepted. There was also 
a lurking fear, or perhaps it would be more accurate to saya doubt, 
that restrictive legislation might not be upheld by the courts. 
But it seemed to the society worth while to make the essay. As it 
turned out, the efforts of the society were providentially frus- 
trated and the state of New York was saved from what might 
have been most undesirable legislation. For it now appears that 
the fear or uncertainty on the score of constitutionality was well 
founded. The supreme court of Oklahoma has declared that such 
restriction is opposed to the constitution of that state, and the 
supreme court of Illinois has held that restriction is contrary to 
the constitution of that state and to the constitution of the United 
States as well. True, the acts set aside by the courts of Okla- 
homa and Illinois are not exactly on all fours with the New York 
bill, but the general question of restricting the practice of ac- 
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countancy is the same in all. Indeed the statement of Governor 
Smith of New York explaining his veto of the McGinnies bill is 
strikingly like the decisions of the supreme courts of Oklahoma 
and Illinois. It is highly probable that the New York courts 
would have agreed with the courts of the other states in which the 
question has been raised, and the act—if the bill had become an 
act—would have been declared unconstitutional for the same 
reasons which influenced the courts of Oklahoma and Illinois. 


Naturally it might be urged that if the 
act were not sustained by the judiciary 
no great harm would be done: things 
would be as they were and no one would suffer injury. But that 
is not the case. The Hutchinson-Downing bill contained the 
following clause: 

“Effect of invalid provisions. Should the courts of this state or the 
United States declare any provision of this article unconstitutional or 
unauthorized, then such decision shall affect only the section or provisions 
so declared to be unconstitutional or unauthorized, and shall not affect any 
other section or part of this article.” 

Therefore if the bill had become law and its administration had 
been put into effect one of the first steps undoubtedly would have 
been the certifying of all perso s rendered e igible to certification. 
It was said by proponents of the bill that possibly 5,000 persons 
would have been given certificates—and this is an estimate which 
does not seem to err on the side of liberality; it is rather conserva- 
tive. Then when the restrictive clauses began to be operative 
there would certainly be objection by those aspirants to certifi- 
cation or to practice who would be inhibited from carrying out 
their wishes, and the act would come before the courts for ad- 
judication. Following the experience in Oklahoma and Illinois 
it is reasonable to suppose that restrictive sections of the law 
would be declared unconstitutional, and we should be faced with 
the fact of broken fences without the compensation of future pro- 
tection. Here we find reason enough for the change of attitude 
by the state society and abundant support for the qualifying 
provisos in the Institute’s endorsement of restrictive laws. It is 
one thing to make sacrifice for a certainty of future benefit. But 
it is quite a different thing to throw away one’s patrimony in a 
speculative venture whose chances of success are found to be 
somewhat remote. The time may come when it will be possible 
to strengthen the dykes without too great a cost to the builders. 
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Perhaps some wise counsellor will devise a method whereby re- 
striction can be set up without interference with vested rights. 
Many plans have been suggested and the way may yet be found, 
but for the present at least it does not seem that the road to 
achievement lies through the country of abandoned ideals. New 
York, with many another commonwealth as well, has been follow- 
ing the paths of progress and increasing steadiness, and deviation 
can be justified only by a far surer promise of advantage than now 
appears. It isa thorny question, this problem of the limitation of 
practice in accountancy. It involves difficulties which are not 
inherent in restriction of the practice of law or medicine or even, 
according to the Illinois court, of engineering. The course of 
wisdom is to make haste slowly. But the experiences of the re- 
cent years in New York and elsewhere are not wasted. The pro- 
fession has been compelled to give careful thought to the whole 
broad question of its status and to look at the matter from many 
points of view. Energy and time and money have been ex- 
pended, but not altogether without avail. But it is cause for 
heartfelt gratitude that the most recent effort to lower the bars 
has been opposed by the profession through its principal expo- 
nents in the states concerned, and that the opposition in spite of 
vigorous efforts of protagonists has been productive of success. 
It may not be too much to hope that the experience of this year 
will discourage further attempts to break down what has been 
built up by the labor and faithfulness of many men during many 
years. 


Among the topics discussed by the 
council of the American Institute of 
Accountants at its April meeting was 
the steadily increasing desirability of encouraging business to 
adopt the natural fiscal year as its period for closing its books. 
Ever since the first federal excise tax was enacted the accountant 
has been fighting in a more or less desultory and haphazard fash- 
ion against the idea that, because taxes under that and imme- 
diately succeeding laws were based upon annual profits computed 
by the calendar year, business should be remolded. Some result 
has been achieved and it has been possible in a comparatively few 
instances to induce business men to keep their records in accord- 
ance with their own convenience rather than in conformity to an 
arbitrary periodicity. But for the most part it has been uphill 
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and futile work. Because the government in the callow days of 
its first federal imposition of direct taxes had said that December 
31st was the end of a year and there was no other end permissible, 
business as a whole has displayed a docile amenableness which is 
altogether marvellous. It is not like an American business man 
to bow abjectly to the will of the government at Washington. 
Perhaps it is because men do not stop or have not stopped to 
think about the subject that the calendar has been allowed to 
supersede common sense in the fixing of the year’s end. But, 
whatever the cause, the truth remains that business has adopted 
with a wonderful approach to unanimity the dogma of the calen- 
dar year. And those who have raised their voices in protest have 
been chiefly accountants whose interests self-evidently call for a 
distribution of closing dates over the whole orbit of the solar year. 
Their protestations have borne on the face of them the semblance 
of special pleading, and consequently it has not been astonishing 
that much of their force has been lost. The council of the 
Institute expressed the opinion that the most effective method of 
attack would be by way of a campaign of education directed to 
industries rather than to individual firms or companies in the 
several industries or trades. ‘To demonstrate to an industry as a 
whole the advantages of adopting a natural fiscal year would be 
less difficult in many ways and have better chances to succeed 
than to devote energy to convincing one or more entities of the 
industry. In all probability the movement thus renewed will 
accomplish something. The matter is one in which assistance 
may have to be sought from the banks and particularly the 
investment bankers. It has become too much a matter of 
habit to expect annual reports from corporations shortly 
after the close of the calendar year, and the corporation 
which has adopted a natural fiscal year has in some respects 
been made to feel that it was out of step with the great 
majority of companies in which the public and the banks 
are interested. There is no logical reason for this. We 
are settling down to the prospect of federal taxation for many 
years to come and we have time now to give consideration 
to the details of the matter. Taxation is ever a burden but 
a necessary burden; consequently the best that can be done is to 
make the carrying of it as easy as possible. With the coming of 
more accurate accounting comes also the selection of the most 
effective manner of keeping accounts. So it is logical to expect 
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that men of business will listen attentively to arguments in favor 
of the facilitation of account keeping. It is, as we have said, 
obvious that the accountant is greatly interested in encouraging 
the adoption of the natural business year, but no less is it to the 
benefit of business itself that an awkward and artificial method of 
computation should be avoided. There are many kinds of busi- 
ness in which it is a hardship to close the books at December 31st. 
Sooner or later business men will recognize that truth. But there 
is a third party too often forgotten. That is the government 
itself. Surely it must be of importance to the administrative 
departments of the government to spread the work over the whole 
year. We find, then, three beneficiaries in the case and no one at 
all whose interests would be adversely affected. Apparently all 
that is needed, therefore, is a consistent, well-directed effort to 
bring about the desired relief. 


Several correspondents have inquired 
about a report that the board of tax ap- 
peals intends to restrict practice before 
it to attorneys-at-law—and therefore to exclude certified public 
accountants. This story is in danger of becoming a hardy peren- 
nial appearing each year about the time of daffodils, but without 
their sweetness and beauty. Last year there was quite a stir in 
the dovecotes of accountancy because someone had let it be known 
that the board of tax appeals had found it expedient or otherwise 
desirable to shut out the certified public accountant. There was 
no foundation for the rumor then and, so far as we can learn, there 
isnone now. A good deal of dissatisfaction has been expressed by 
several members of the board because of the way in which cases 
have been bungled by representatives of taxpayers, and it is 
unfortunately true that the fault has been sometimes with 
accountants. They are not the only offenders, however, and 
some lawyers have presented cases in a manner not altogether 
conducive to clarity of record and exposition. Then, too, it must 
be remembered that the board in its personnel is rather dispro- 
portionately blessed with members of the bar, and it is to be 
expected that procedure would be devised on a rather legalistic 
basis. That does not mean necessarily that lawyers would be 
more at home before the board than accountants would be, but it 
certainly does mean that the accountant or other representative 
of the taxpayer must be prepared to observe the forms and cere- 
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monies in which the legally trained mind loves to indulge. Asan 
illustration of the tendency of the board to assume the preroga- 
tives of a court it is interesting to note that the rules of practice 
issued April 1, 1926, provide that the rules of evidence applicable 
in courts of equity in the District of Columbia shall govern the 
admission or exclusion of evidence before the board or any of its 
divisions. This may seem a little like getting away from the 
original intention that the board should be an open tribunal for 
the consideration and adjudication of questions in dispute between 
the taxpayer and the government; but there is something to be 
said on the other side. The board must function in an orderly 
manner and it is to be expected that formality will tend toward 
formalism. It is in the very nature of things that it should do so. 
The accountant who desires to practise before the board—and, be 
it remembered, there are many good accountants who decline to 
prosecute claims there—must be ready to adopt the manner of 
courts and must prepare his evidence in accordance with the rules. 
He may not and probably will not like it, but there are many 
things about any professional labor which will be distasteful to 
someone. And as for the fear that the accountant is to be ex- 
cluded from practice, there seems to be nothing to justify it. 
Some cases could not be presented with the slightest chance of 
success by anyone else. Perhaps such cases are the majority. 
There is, however, one thing that should be done to bring about a 
better balance in the board itself. There should be more business 
men and more accountants in its membership, even if that should 
involve a reduction in the number of lawyers. Tax laws and their 
administration are or should be questions of common sense, busi- 
ness and fair play. The complex bedevilments of legalism should 
be kept as far as possible from the path of taxation. Conse- 
quently, in the interest of all concerned it seems entirely desirable 
that the board should be representative of business and of the 
underlying principles of business. Taxpayers may have a pro- 
found respect for law and its advocates, but sometimes it may be 
well to vary the procedure by introducing a little of the direct and 
effective manner of the market place. 


In the course of a letter which discusses 

Some Thoughts on h diti f th 4 at | d 
English the condition of the world at large an 

most of its component parts in detail a 

writer says: ‘‘ Considerable criticism has been leveled at the poor 
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English of juniors by the press and from the platform. Alarm has 
been expressed over the lack of educational requirements set by 
the various state statutes.’ Apparently the two things are 
supposed to be interdependent. If the statutes would require a 
good scholastic background all would be well. But in the cold 
pragmatic light of reason it will be seen that the remedy does not 
lie in statutes. Culture can be acquired sometimes, required 
seldom. The difficulty is the generally slip-shod and sloppy 
English which most of us use in our common walk and talk. It is 
not necessary to be puristic—and there is little fear that purism 
will become so prevalent as to interfere with progress—but it is 
necessary if we are to save something of our goodly heritage of 
language to treat it with at least a semblance of decent respect. 
College education is a splendid asset to the possessor who knows 
what to do with it. But what shall be said of a man who writes 
to us to say that he is a graduate of a fairly well-known collegiate 
institution and that he holds a degree from his school, yet can not 
spell correctly the name of his college nor of the degree? Let any 
examiner of candidates for admission to the bar or to practice as 
certified public accountants be heard on this subject. It will 
astonish and confound anyone who believes in education as it is 
applied to learn of the appalling lack of even the ground-work of 
English. Some of the fault is no doubt in the schools themselves. 
The carelessness of teachers is to blame. Squalid language in the 
home and on the street, in the club and in the office is to blame. 
General indifference by all of us is to blame. As a people we do 
not read anything more inspiring than the daily newspaper or the 
sensational magazine. We are so busily engaged in other things 
that we have no time for the permanent but invisible realities; and 
it is no great cause for wonder that the boys and girls are as in- 
different as ourselves. It is not in youth to improve upon the 
standards of the elders. Tearing down is more to the liking of the 
younger generation. And where there is no culture to tear down 
it is not to be expected that there will be any building up. It is 
indeed most regrettable that we as a nation are falling into so 
broad a lack of culture. Perhaps it is only a part of the reaction 
from the tenseness of war days. Letting down the tension is apt to 
produce laxity in all things. And it may be that in the years 
ahead of us we shall come into a better time, with a deeper knowl- 
edge of the intangibles. We have plenty of schools with all 
manner of equipment of which our fathers knew not. We spend 
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fabulous sums on instruction. Our people are richly blessed in 
mental alacrity. And yet, as our correspondent makes clear, there 
is too often wanting even a promise of true education. This is a 
topic much discussed. When editors have a spare moment they 
love to write about it. The only conclusion to be reached is a 
fervent hope that all will yet be well. We shall have more time 
some day when we have made every man his million to take up the 
pursuit of culture. And that will keep us from falling into in- 
dolence. 
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If every law were enforced with the same degree of accuracy as are the 
revenue acts, it is probable that the courts would be swamped with cases 
brought to it for adjudication. This thought is impressed upon us at this time, 
upon contemplating the case of Frank K. Bowers, collector, v. Kerbaugh-Empire 
Co., decided by the United States supreme court May 3, 1926. 

It appears from a reading of this decision that Kerbaugh-Empire Company 
engaged in the performance of large construction contracts, and during the 
course of its work borrowed funds from the Deutsche Bank of Germany on 
notes payable “‘as to principal and interest in marks or their equivalent in 
United States gold coin at prime bankers’ rate in New York for cable transfers 
to Berlin.’”” The amounts so borrowed were advanced to the corporation's 
subsidiary and were expended and lost in and about the performance of the 
construction contracts. These losses were sustained in 1913, 1914, 1916, 1917 
and 1918. 

Payments were made on account of these notes payable from time to time, 
and the final payment was made in 1921; the final payment being on the basis 
of two and one-half cents a mark. Because of the diminution of the value of 
the mark in 1921, it is apparent that the commissioner asserted that taxable 
income had been realized to the extent to which the last payment was less 
than the amount of the debt then outstanding, measured in the value of the 
mark at date the debt was incurred. 

From the foregoing brief outline it appears that even though this taxpayer 
had sustained losses on account of the contracts which these marks were 
borrowed to finance, there was some diminishment of this loss because of the 
depreciation of the mark’s value in 1921, and that the commissioner considered 
the difference between the former value and the 1921 value of the 1921 pay- 
ment as income in that year. 

The court summed up the situation in the following language: 

“The contention that the item in question is cash gain disregards the 
fact that the borrowed money was lost and that the excess of such loss 
over income was more than the amount borrowed. . . . The loss was less 


than it would have been if marks had not declined in value; but the mere 
diminution of loss is not gain, profit or income.” 


It seems that this ruling is eminently just, and from the viewpoint of the 
laity it is of the essence of common sense. 

In order to obtain this favorable decision, the taxpayer was obliged to appeal 
from the United States district court to the United States supreme court. 
The amount of tax at issue was $5,198.77. 

How much more lenient does the government seem in the enforcement of 
its crime laws than in those dealing with federal taxes! 

A responsible taxpayer of excellent repute recently received a jeopardy 
assessment of a deficiency in advance of any information as to the manner in 
which the commissioner had determined that there was such deficiency. The 
taxpayer stayed payment of the assessment by furnishing a satisfactory bond. 
In the course of a month he received the deficiency letter from the com- 


452 











Income-tax Department 








missioner asserting additional income on an alleged sale of a certain corpora- 
tion’s stock. This taxpayer had never at any time owned, purchased or sold 
any of the said stock, and upon investigation he has reason to believe that 
the commissioner confused him with another man of similar name whose 
residence was distant from his, but in the same state. 

The remedy available to this taxpayer is to petition the United States 
board of tax appeals, and, when the time comes, to find some way in 
accordance with the rules of evidence to prove to that body that he realized 
no profit on the alleged transaction because he never owned, purchased or 
sold any of the stock. 

Here is a case in which the burden of proof should be upon the commissioner, 
as his reason for asserting the deficiency is stated to be: ‘‘ Upon information 
furnished the commissioner" this taxpayer realized a profit not returned of 
$. . . . It is undoubtedly a case of mistaken identity, but that lamentable 
error does not relieve the taxpayer of incurring considerable cost to prove that 
there is an error. 

Whether or not the Couzens committee accomplished anything of value is 
a controversial point. One wonders, if a commission were appointed to inves- 
tigate the bureau of internal revenue in the interests of the taxpayers, whether 
there would not be derived results of value not only to taxpayers but to the 
government as well. 


SUMMARY OF RECENT RULINGS 


A loss is not deductible as arising from theft or other casualty which results 
from damage to an automobile in the unauthorized possession of the chauffeur. 
(United States district court, S. D. of New York, Shearer v. Anderson, collector.) 

Corporate earnings of prior years credited on the corporate books to the 
stockholders but not declared as a dividend constitute invested capital and not 
borrowed capital. 

A sale of real estate occurred and the profit thereon was taxable in 1919, 
when made to solvent purchasers, there being delivered in that year $10,000 
and a contract for payment of the remainder, $100,000, in June, 1920, when 
title was to be transferred. 

Invested capital at inning of year was not decreased by a dividend de- 
clared March 27, 1918, if there were sufficient current earnings; otherwise ap- 

rtionment must be made as provided in sec. 201 (e) of the 1918 act. (United 

tates district court of Kansas, second division, Davidson & Case Lumber Co. 
v. Motter, collector.) 

In a lease for 45 months for $100 a month and one-half of the net profits for 
the first year and the board of an individual for that year, the total amount 
must be spread over the entire period and an aliquot part may be deducted as 
the rental expense each year. (United States district court, eastern division 
of Louisiana, Galatoire Bros. v. Lines, collector.) 

Reciprocal or inter-insurance exchanges in which automobile owners executed 
an application and power of attorney, making a small deposit, agreeing to 
indemnify ratably (there being no joint liability) automobile losses of others 
entering into similar agreements, are not subject to capital-stock tax under the 
1918 act, nor the income tax under section 10 of the 1916 act, or section 4 of the 
1917 act, nor the tax on premiums under section 504 of the 1917 act and section 
503 (c) of the 1918 act and similar provisions of the 1921 act. (United States 
faa court, S. D. of Illinois, Belt Automobile Indemnity Association v. United 

tates. 

An irrevocable transfer in trust, income to be paid to grantor during life, 
right to occupancy reserved, principal to be paid to another upon her death, is 
taxable as one to take effect at or after death. (Circuit court of appeals, 3rd 
circuit, McCaughn, collector, v. Girard Trust Co., executor.) 


453 

















The Journal of Accountancy 











Dividends are taxable which are made from corporate earnings accumulated 
since February 28, 1913, without regard to stock dividends, as the latter are 
not corporate distributions. (Circuit court of appeals, 5th circuit, Walker et 
ux. v. Hopkins, collector.) 

New York transfer taxes paid by the executor are legal deductions from gross 
income of decedent’s estate. (United States supreme court, Keith, late col- 
lector, v. Emma B. Johnson, administratrix.) 

Where accounts are kept on a cash basis and clearly reflect the income, estate 
taxes paid in 1920, although due in 1919, may be deducted from 1920 gross 
estate income, and not from 1919 income. 

Texas inheritance taxes paid in 1919 are legal deductions from gross income 
of decedent’s estate for that year. (United States supreme court, Untted 
States v. John Mitchell et al., executors.) 

Waiver executed by president and secretary of corporate directors not ob- 
— by other directors is sufficient, especially when corporation is benefited 
thereby. 

Held under the facts, cost is basis for valuing inventory in manufacturing 
business, and market value may not be adopted if higher than cost. (Circuit 
court of appeals, fifth circuit, United States v. J. A. Kemp, et al.) 

A corporation may deduct as business expenses for 1918 salaries of its prin- 
cipal officers . . . where there is uncontradicted evidence that such salaries 
were reasonable and usual for the services performed, although the amount of 
stock held by each officer was considered. (United States district court, E. D. 
of Louisiana, New Orleans division, United States v. George R. Rutmeyer, et al.) 

Section II G (a) and (b) of the 1913 act for the non-inclusion in gross income 
of the portion of premiums received by life-insurance companies paid back or 
credited to individual policy-holders does not authorize the exclusion of divi- 
dends paid or credited to a class, payment to be made to survivors thereof 
whose policies are in force at the end of their policy periods. 

A reserve fund set up because of a premium at which bonds were purchased 
may not be deducted as a ‘“‘loss actually sustained during the year’’ as the 
result can not be known until the bonds are sold or paid. 

Amount of premium liability waived on insured’s disability may not be 
deducted as an addition required by law to reserve funds when the state treated 
it as a liability and not as a general reserve, in the absence of evidence to the 
contrary. 

A special fund required to be set aside by the superintendent of insurance to 
meet losses on deaths unreported is not deductible as a reserve fund required 
by law. 

A fund set aside to pay annuities to former soliciting agents of an insurance 
company, not constituting a reserve to meet maturing policies is not deductible 
asareserve. (United States supreme court, New York Life Insurance Co., v. 
Edwards, collector.) 

Suit for additional estate taxes may be maintained and a personal judgment 
therefor had against the executors, and all the net estate upon which the lien 
exists may be levied upon and sold to satisfy the judgment, without precedent 
assessment. (Circuit court of appeals, first circuit, United States v. James C. 
Ayer, et al., executors.) 

In a trial for conspiracy with relation to a false corporate return, no search or 
seizure or compelling defendant to testify against himself, in violation of the 
fourth and fifth amendment to the constitution, is shown by the use of records, 
access to which had been allowed. 

The overt act of subscribing and swearing to return is proven where the 
notary testifies he recognized the signatures and executed the jurats in accord- 
ance with custom, the papers being left on his desk for that purpose. 

In a trial for conspiracy as to false corporate returns, books of the corpora- 
tion are admissible where the individuals charged are officers, and books are 
properly authenticated which were submitted to verify the returns. 

Where property burned is deducted from inventory, the insurance received 
stands in its place and should be returned in determining excess profits. (Cir- 
cuit court of appeals, eighth circuit, William F. and Austin A. Cooper v. United 
States.) 
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Where notes payable in German marks, or in the gold equivalent, given for 
money borrowed, were paid with but a fraction of the money borrowed, because 
of depreciation, there was no taxable income, and the money borrowed having 
been lost, the mere diminution of such loss did not constitute income. (United 
States supreme court, Bowers, collector, v. Kerbaugh-Empire Co.) 


TREASURY RULINGS 
(T. D. 3839, March 20, 1926) 


ARTICLE 23: Bases of computation. 
Income tax—Revenue act of 1916—Decision of supreme court. 
1. DEDUCTIONS—MUNITIONS MANUFACTURER’S TAX. 


Where a taxpayer keeps its accounts upon an accrual basis and sets 
up a reserve during the year 1916 for the munitions manufacturer’s tax 
levied by the revenue act of 1916, the munitions tax should be taken 
as a deduction in the income-tax return for the year 1916, as ‘‘ac- 
crued,” and not in the return for the year 1917 when the tax was 
“ paid.” 


2. STATUTORY CONSTRUCTION—ACCOUNTS—RETURNS—ACCRUAL. 


Section 12(a) of the revenue act of 1916 provides for the keeping 
of books and the filing of returns upon a receipts-and-disbursements 
basis, and section 13(d) of the act provides for the keeping of books 
and the filing of returns upon an accrual basis unless the latter does 
not reflect true net income. Under section 13(d), taxpayers must file 
their returns upon an accrual basis in accordance with their method 
of bookkeeping, and may not file returns upon a mixed basis of re- 
ceipts and disbursements as to some items and accrual as to other 
items, as such a return would not reflect true net income. Treasury 
decision 2433, interpreting section 13(d), was in conformity with the 
purpose and intent of the law. 








3. SAME. 


Under sections 12(a) and 13(d) of the revenue act of 1916, a cor- 
poration which made its tax return and kept its books of account 
on an accrual basis by deducting from gross income all losses and 
expenses accruing during year and applicable to process of earning 
income, whether immediately payable or not, was required to deduct 
such items, including a reserve for taxes, in the year of accrual rather 
than when paid in order to reflect true income. 


4. EvIDENCE—FINDINGS OF FACT—BURDEN OF PROOF. 


Findings of the court of claims that a corporation kept its books and 
made its returns on basis of accruals and reserves to meet liabilities 
instead of a receipts-and-disbursements basis is conclusive on supreme 
court, and the burden of proof is upon the taxpayer seeking to recover 
the tax to prove facts establishing the invalidity of the tax. 


5. Decision DISTINGUISHED. 


The case of United States v. Woodward (256 U. S., 632; T. D. 3195 
[C. B. 4, 153]) distinguished. 


The following decision of the United States supreme court in the cases of 
United States v. P. Chauncey Anderson et al., etc., and United States v. The 
Yale & Towne Manufacturing Co. is nme for the information of internal- 
revenue officers and others concerned. 
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SUPREME COURT OF THE UNITED STATES 


337. The United States, appellant, v. P. Chauncey Anderson, Lowell L. Richards, 
C. A. Richards, et al., etc. 


420. The United States, appellant, v. The Yale & Towne Manufacturing Co. 
[January 4, 1926.] 
Mr. Justice SToNE delivered the opinion of the court. 


The appellees in both cases brought suit in the court of claims to recover 

yments of corporate income taxes alleged to have been erroneously exacted. 
Foam judgments in their favor the government brings the cases to this court 
on appeal. Judicial Code, section 242, before amendment of 1925. 

For the purpose of discussing the main question raised by both appeals, 
No. 420 will first be considered, and such additional questions as are involved 
in No. 337 will then be taken up. 

The appellee, Yale & Towne Manufacturing Co., a Connecticut corporation, 
was, in 1916, engaged in the manufacture of munitions. The tax imposed by 
the United States on the profits on munitions manufactured by it and sold 
during that year became due and was paid in 1917. In making its return 
for income tax for the year 1917, the appellee deducted from its gross income 
the amount of the munitions tax thus paid. Later the commissioner of 
internal revenue held that the munitions tax paid in 1917 should have been 
deducted from the appellee’s gross income in its return for 1916. There was 
in consequence an adjustment of the income taxes payable in those years, 
resulting in a net increase of the tax payable for the year 1917 of $116,044.40, 
which was assessed and paid under protest and is the amount for which suit 
was brought. 

The correctness of the determination of the commissioner depends upon the 

construction of the revenue act of 1916 and its application to the particular 
method employed by the taxpayer in keeping its books of account and in 
making return for income tax for 1916. The pertinent provisions of the statute 
are sections 10, 12(a), 13 (a) and (d), and 300 of the revenue act of 1916 
(ch. 463, 39 Stat., 756, 765, 767-768, 770-771, 780-781). The act imposes a 
tax on net income and profits ascertained as provided by section 12(a), by de- 
ducting from gross income expenses paid, losses sustained, interest and taxes 
paid during the calendar year. Section 13(d), however, provides that— 
“‘a corporation . . . keeping accounts upon any basis other than that of 
actual receipts and disbursements, unless such other basis does not clearly 
reflect its income, may, subject to regulations made by the commissioner of 
internal revenue, with the approval of the secretary of the treasury, make 
its return upon the basis upon which its accounts are ae, in which case the 
tax shall be computed upon its income as so returned. 


In the year 1916 the appellee set up on its books of account all the obligations 
or expenses incurred during the year, whether they fell due and whether they 
were paid during that year. It entered in an account, “reserves for taxes, 
items of various kinds of taxes, liability for which was incurred by reason of 
its operations for that year, whether paid or payable during the year. Included 
in the reserves for taxes for 1916 were items aggregating $247,763 .19 for taxes 
on profits from the sale of munitions during the year. The ae for the 
munitions tax was made by the appellee in 1917, and the tax, after revision 
and an additional assessment, was paid in 1917, the year when it was due. 

In making up its income-tax return for 1916, appellee deducted from gross 
income all the items appearing on its books as losses sustained and obligations 
and expenses incurred during the year, except that it omitted from the return 
the items of munitions tax, likewise carried on its books, as an obligation or 
expense incurred or accrued in the year. 

It is urged by the government that the appellee, not having kept ‘ts books or 
made its tax return on the basis of receipts and disbursements, has elected to 
avail itself of the privilege afforded by section 13(d) of making its return on 
what was referred to in the briefs and argument as “‘the accrual basis’’; that 
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having so elected, it is required consistently to deduct from gross income all 
items appearing on its books as expenses accruing or incurred during the 
taxable year, including its reserve for munitions taxes, whether payable or not. 

It is not denied by the appellee that its method of keeping its accounts and 
setting up a reserve for munitions taxes reflected its true income for 1916 or 
that its amended return on that basis accurately reflects its income and profits 
for the year. But it contends that the munitions tax was deductible only in 
1917 because under the revenue act of 1916 only taxes actually paid during 
the year were deductible in determining net income for the year; and that in 
any case the provisions of that act and the regulations made by the commis- 
sioner, authorizing the taxpayer to make his returns on an accrual basis if 
his books are so kept, could have no application to tax deductions, since a tax 
does not accrue until it is due and payable. 

While section 12(a) taken by itself would appear to require the income-tax 
return to be made on the basis of actual receipts and disbursements, it is to be 
read with section 13(d), which we have quoted and which obviously limits in 
some respects the operation of section 12(a) by providing in substance that a 
corporation keeping its books on a basis other than receipts and disbursements 
may make its return on that basis, provided it is one which reflects income. 

Standing by themselves and taken at their face value, these sections would 
seem to require the taxpayer to make his return on the basis of receipts and 
disbursements, or, in the alternative, on the basis of its own books of account 
if they reflect true income, under such regulations as the commissioner may 
make, and indeed to require the latter alternative if the taxpayer is unable to 
make his return on that basis. 

So interpreting the statute, the commissioner, with the approval of the 
secretary of the treasury, on January 8, 1917, before appellee made its income- 
tax return for 1916, promulgated treasury decision 2433, which provides 
in part that under section 13(d) it “will be permissible for corporations which 
accrue on their books monthly or at other stated periods amounts sufficient 
to meet fixed annual or other charges to deduct from their gross income the 
amounts so accrued, provided such accruals approximate as nearly as 
sible the actual liabilities for which the accruals are made, and provided 
that in cases wherein deductions are made on the accrual basis, as hereinbefore 
indicated, income from fixed and determinable sources accruing to the corpora- 
tions must be returned, for the purpose of the tax, on*the same basis.” 

It also provided in substance that when the taxpayer, following a con- 
sistent accounting practice, sets up reserve to meet liabilities, the “amount 
of which or date of maturity” is not definitely determinable, such reserve 
may be deducted from gross income. The decision also laid down a pro- 
cedure for readjusting such reserves when the amount actually required for 
that purpose was definitely ascertained, and provided that if returns upon 
this basis of ‘accrual or reserves’’ did not reflect true net income, the tax- 
payer would not be permitted to make its return on any other basis than that 
of ‘‘actual receipts and disbursements.” 

We think that the statute was correctly interpreted by the commissioner 
and that his decision referred to was consistent with its purpose and intent. 

The revenue acts of 1909 and 1913 authorized a method of computing the 
income of corporations which did not differ materially from that provided 
by section 1202) of the act of 1916. They required in terms that net in- 
come should be ascertained by deducting from gross income received interest, 
expenses and taxes actually paid, and losses actually sustained, but con- 
tained no provision corresponding to section 13(d) of the act of 1916, by which 
a return might be made on the basis of the taxpayer’s books of account. (Cor- 
poration excise tax, act of August 5, 1909, ch. 6, sec. 38, 36 Stat., 11, 112; 
corporation income tax, act of October 3, 1913, ch. 16, Sec. II, subdiv. G. 38 
Stat., 114, 172.) 

It was pressed upon us in argument by appellees that it was found im- 
practicable to comply strictly with the requirements of the 1909 and 1913 acts 
for computing income on the basis of receipts and disbursements and that 
under both acts the administrative practice was established, by appropriate 
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treasury regulations, permitting the use of inventories and authorizing de- 
duction of expenses constituting a liability of the taxpayer, whether paid or 
not, in ascertaining net income, but that those regulations did not permit the 
deduction of taxes except in the year when paid. From this it is argued that 
congress, by re-enacting in section 12(a) of the act of 1916 the corresponding 
provisions of the earlier acts, adopted the settled administrative practice, 
and that accordingly under that act, as well as under the earlier acts and 
treasury regulations, taxes could be deducted only in the year when paid. 

This argument would have force had congress stopped with the enactment 
of section 12(a). By thus adopting, without material change, the correspond- 
ing provisions of earlier acts, congress might have been deemed to have recog- 
nized and adopted the established practice of the department interpreting and 
applying them. (National Lead Co. v. United States, 252 U.S., 140.) But, in 
the act of 1916, congress added section 13(d), which did not have its counterpart 
in earlier legislation. This section went further than any previous regulation 
by authorizing the tax return to be made on the basis on which the taxpayer's 
books were kept, provided only that the basis was one reflecting income and the 
return complied with regulations made by the commissioner. 

Treasury decision 2433, to which reference has been made, was in harmony 
with this view of section 13(d). It recognized the right of the corporation to 
deduct all accruals and reserves, without distinction, made on its books to 
meet liabilities, provided the return included income accrued and, as made, 
reflected true net income. If the return failed so to reflect income, the regu- 
lation reserved the right of the commissioner to require the return to be made 
on the basis of receipts and disbursements. 

A consideration of the difficulties involved in the preparation of an income 
account on a strict basis of receipts and disbursements for a business of any 
complexity, which had been experienced in the application of the acts of 1909 
and 1913 and which made it necessary to authorize by departmental regulation 
a method of preparing returns not in terms provided for by those statutes, 
indicates with no uncertajnty the purpose of sections 12(a) and 13(d) of the 
act of 1916. It was to enable taxpayers to keep their books and make their re- 
turns according to scientific accounting principles, by charging against income 
earned during the taxable period the expenses incurred in and properly attrib- 
utable to the process of earning income during that period; and, indeed, to re- 
quire the tax return to"be made on that basis, if the taxpayer failed or was 
unable to make the return on a strict receipts and disbursements basis. 

The appellee’s true income for the year 1916 could not have been determined 
without deducting from its gross income for the year the total cost and expenses 
attributable to the production of that income during the year. The reserve for 
munitions taxes set up on its books for 1916 must have been deducted from 
receivables for munitions sold in that year before the net results of the opera- 
tions for the year could be ascertained. The taxpayer being unable to make 
its return on a strict receipts-and-disbursements basis, and not having at- 
tempted to do so, could not have complied with section 13(d) and treasury de- 
cision 2433 by deducting either accruals of interest or expenses alone without 
the other, or without deducting other reserves made on its books to meet 
liabilities such as the munitions tax, incurred in the process of creating income. 

Only a word need be said with reference to the contention that the tax upon 
munitions manufactured and sold in 1916 did not accrue until 1917. Ina 
technical legal sense it may be argued that a tax does not accrue until it has 
been assessed and becomes due; but it is also true that in advance of the 
assessment of a tax all the events may occur which fix the amount of the tax 
and determine the liability of the taxpayer to pay it. In this respect, for 
purposes of accounting and of ascertaining true income for a given accounting 
period, the munitions tax here in question did not stand on any different foot- 
ing than other accrued expenses appearing on appellee’s books. In the eco- 
nomic and bookkeeping sense with which the statute and treasury decision 
were concerned, the taxes had accrued. It should be noted that section 13(d) 
makes no use of the words “accrue” or ‘‘accrual,’’ but merely provides for a 
return upon the basis upon which the taxpayer’s accounts are kept, if it re- 
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flects income—which is precisely the return insisted upon by the government. 
We do not think that the treasury decision contemplated a return on any 
other basis when it used the terms “accrued” and “accrual” and provided for 
the deduction by the taxpayer of items ‘“‘accrued on their books.” 

United States v. Woodward (256 U. S., 632 [C. B. 4, 153], relied upon by 
appellees, arose under the income-tax law of 1918 (ch. 18, title II, secs. 210-214, 
219, 1405, 40 Stat., 1062-1067, 1071, 1151). Section 213 (a) and (e) of that 
act provided that taxes “‘paid or accrued” within the taxable year imposed 
by authority of the United States except income, war-profits, and excess-profits 
taxes, might be deducted in ascertaining income. , The claim of the taxpayer 
of the right to deduct estate taxes levied under that act for the year when due, 
although paid in a later year, was upheld. It did not appear whether, as here, 
the taxpayer kept his books on the accrual basis or whether, as here, events 
had occurred before the tax became due which fixed the amount of it; for it 
did not appear whether the deductions to be made from the testator’s gross 
estate were ascertainable for the purpose of determining the estate tax. The 
question which we now have to determine was not raised, considered, or decided 
in that case. 

We conclude that the reserves for taxes which appeared on appellee’s books 
in 1916 were deductible under section 13(d) of the act of 1916 and treasury 
decision 2433 in its income-tax return on the accrual basis for that year. 

It was argued in behalf of the appellees in No. 337 that the taxpayer did not 
keep its books on an accrual basis; that consequently its case was not con- 
trolled by section 13(d) and treasury regulations made under it, and that by 
section 12(a) it was authorized to deduct the amount assessed for munitions 
taxes only in 1917, the year when paid. On this point we are concluded by the 
findings. They show that in the year 1916 the taxpayer accrued on its books 
expenses, whether paid or not, including “insurance reserves,’ “freight re- 
serves,” ‘“‘bonus reserves,” and depreciation charged off, aggregating more than 
two and a half million dollars, which it deducted from accrued gross income, 
whether actually received or not, in making its income-tax return for the year. 
It charged on its books and deducted in its income-tax return interest accrued 
and paid during the year. So far as appears no other interest accrued during 
the year and there was no reserve for interest. No charge or deduction was 
made for bad debts. It also set up on its books for that year a monthly 
reserve of $35,000 for the payment of munitions taxes beginning with Sep- 
tember, the month of the passage of the revenue act of 1916 taxing munitions. 
On December 31, 1916, this reserve account was closed out and a charge was 
made on its books against the corporate surplus for account of munitions taxes 
of $86,541.95. No deduction was made by the taxpayer for munitions taxes in 
its income-tax return for the year 1916. In 1917 the munitions tax was re- 
turned and ultimately assessed and paid in the sum of $112,419.54. 

Since the suit was one to recover a tax erroneously exacted, the burden was 
on the petitioners, appellees here, to prove the facts establishing the invalidity 
of the tax. But the findings fail to show affirmatively that the books were 
kept or the return made on the basis of receipts and disbursements. Indeed, 
the facts found, to which we have referred, show that the books were kept on 
the basis of accruals and reserves to meet liabilities incurred. It does not 
appear that there was any expense or liability of the taxpayer incurred by its 
operations during the year which was not accrued on its ks. Its return 
was made on that basis, but omitted munitions taxes accrued on its books 
during the year for which the return was made. We think these facts bring 
the case clearly within the principle which we deem to be applicable to No. 420. 
The judgment of the court of claims in each case is reversed. 


Mr. Justice Sutherland and Mr. Justice Sanford dissent. 
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AssISTED By H. P. BAUMANN 


VARIATION IN NET PROFIT 


Editor, Students’ Department, 
Sir: It would interest me very much if you would include in your department 
a problem in variation in net profit in some issue. I think a problem where 
there is an increase in the volume of sales, a decrease in gross profit, and an in- 
crease in cost of production would be particularly interesting. 
Yours truly, 
D. P. BLAKE. 
Boston 
To illustrate the desired points we shall assume the following data: 


Tue A B C Company 


Profit-and-loss statements 
for the years ended December 31, 1924 and 1925 


Year ended December 31, 











1924 1925 

RELATE >. Ta aetna LT Rae RIE o hy $200,000.00 $250,000.00 
EE FE en 150,000.00 210,000.00 
EO ETT TE CORT ETT $50,000.00 $40,000.00 
ES <n Job ncn0ceckhbaenernees 10,000 .00 12,000 .00 
Ns ess iene eanth nie nvieedh $40,000.00 $28,000.00 
Less general and administrative expenses. ....... 15,000 .00 17,000 .00 

SE IE Rene epee ea a $25,000.00 $11,000.00 








The sales have increased $50,000, but the gross profit has decreased $10,000. 
This may be due to an increase in the cost of production, or to a decrease in the 
selling prices. Usually it is impossible, because of the absence of necessary 
information, to determine which of these causes produced the decrease in gross 
profit. It is possible, however, to determine what the gross profit would have 
been if there had been neither an increase in production costs nor a decrease in 
selling prices. For in that case the rate of gross profit would have been the 
same in 1925 as it was in 1924. In 1924 the rate of gross profit was 25 per cent. 
of the sales, and at this rate the gross profit in 1925 would have been 25 per cent. 
of $250,000, or $62,500. But it was actually only $40,000. Gross profit in 
the amount of $22,500 has therefore been lost because of a decrease in the rate 
of gross profit, due to one or both of the causes mentioned. Selling prices may 
have decreased, while costs remained stationary; costs may have increased 
while selling prices remained unchanged, or selling prices may have decreased 
and costs increased, and so on, through the various combinations of possi- 
bilities. But regardless of the cause of the decrease in gross profit it may be 
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measured in terms of the decrease in the rate. The rates during the two years 
were: 


1924 1925 
er ere ape ee $200,000.00 $250,000.00 
ee eee 50,000.00 40,000.00 
nckencs Red sinst sucka bakanaaes 25% 16% 


The rate has decreased 9 per cent., thus cutting off gross profits of 9 per cent. 
of the $250,000 sales in 1925, or $22,500. 
The decrease in gross profit due to the decreased rate may therefore be 
accounted for as follows: 
Gross profit which would have been made in 1925 if the 
1924 rate of gross profit, 25%, had been maintained 
during 1925: 


Se Ge IONS bk 9.5.04 6000000r0nedepeeeennnees $62,500 .00 
Actual gross pUOEt—1925. ..... os ccccccccccccscccecs 40,000 .00 
Decrease in gross profit due to decrease in rate........ $22,500 .00 


But the gross profit actually decreased only $10,000, and we are therefore 
obliged to account for the difference between the $22,500 decrease caused by a 
reduction in the rate of gross profit, and the actual decrease of $10,000. The 
explanation is that the sales increased, and a part of the profit lost by a de- 
creased rate was compensated by profits on additional sales. That is to say, 
if there had been no decrease in the gross-profit rate, the increased sales of 
$50,000 would have produced additional gross profits at the 1924 rate of 25 
per cent. To account wholly for the change in gross profit we must therefore 
determine how much the gross profit would have been increased by the added 
volume if there had been no change in the rate; and then, how much the gross 
profit has been decreased by a loss in rate applied to the entire volume. These 
facts may be set forth in either of the two following ways: 

Decrease in gross profits: 

Decrease due to reduction in rate: 
Gross profits which would have been made in 1925 if the 
1924 rate of gross profit had been maintained in 1925: 


SIE o viv cdseicconcatdsadeinebancian $62,500.00 
PAI, 60's 5. 08 AS 6 hans cas bce 40,000.00 
Decrease due to reduction in rate................ $22,500.00 
Less additional gross profit from added volume: 
Pree eet ke borer ep eas $250,000.00 
I cc Sc buadbcabetatecns aueee 200,000 . 00 
Increase in volume... .........2.s0008 $ 50,000.00 
Man ee We: THs kos 6 6000s nSibies 25% 


Profits which would have been made from 
added volume if there had been no 
Genes Ob WO AND s «o's ice a ceccvacnsand 12,500.00 


Remainder—Decrease in gross profit........... $10,000 .00 
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The same facts may also be set forth in this way: 
Decrease in gross profits: 
Decrease due to reduction in rate: 








Rate of gross profit—1924............... 25% 
Rate of gross profit—1925................ 16 
Decrease (loss of rate on entire volume). . 9% 
yp EP rerararinay se Pe $22,500.00 
Less additional gross profit from added volume: 
ee ee ores $250,000.00 
OMNES oh aa Gy Shakes 6 Sab kee ars 200,000 . 00 
Sc ove bane $ 50,000.00 
Pema mnemed i S906... ...... 2. 6n ccs ccness 25% 


Profits which would have been made from 
added volume if there had been no change 
PR Sd Sci, dik aa ek a ack ee alata. 12,500.00 


Remainder—Decrease in gross profit......... $10,000.00 


It may be worth while to digress a little to consider various conditions and 
the methods of accounting for the variation in gross profit under those condi- 
tions. 

Consider a case where volume and rate have both increased: 








1924 1925 
See RE te. Ss cewin oe ES $200,000.00 $250,000.00 
ee Gr GIN. Se a 150,000.00 175,000.00 
IN 3 ar Lesa, Che et cd on $ 50,000.00 $ 75,000.00 
Increase in gross profits: 
Increase due to additional sales: 
a ES ae ar eee $250,000 .00 
co eine aun bc ne ne bad 200,000 . 00 
Increase in volume................... $50,000.00 
ee 25% 
Profits which would have been realized from 
added volume if there had been no change 
a ine CN rae $12,500.00 
Increase due to increase in rate of gross profit: 
Rate of gross profit—1925............... 30% 
Rate of gross profit—1924............... 25% 
Increase in rate on entire volume....... 5% 
PO Or ee re 12,500.00 
Total increase in gross profit......... $25,000.00 
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Now it should be recognized that the difference between the sales of two 
years does not necessarily mean an increase or decrease in the volume, if volume 
means quantity of merchandise. For instance, the increase of $50,000 in the 
sales in the preceding illustration may have been due in part to an increased 
quantity of goods sold, and in part to an increase in the price per unit. That 
is the weakness of this method of analysis. The foregoing computation says 
that $12,500 additional profit was made because $50,000 more goods were sold 
in 1925 than in 1924, but how do we know that the $50,000 additional sales 
resulted from the disposal of more goods, and not from the disposal of the same 
or a smaller quantity of goods at higher prices? 

Consider a case where volume and rate have both decreased: 





1924 1925 
PES Oe tee ie $250,000.00 $200,000.00 
ee eee 175,000.00 150,000.00 
Te ee $75,000.00 $50,000.00 


Using the same method of analysis, the sources of the decrease in gross profit 
would be shown as follows: 
Decrease in gross profits: 
Decrease due to reduction in volume: 











rs ee ere. oe $250,000 . 00 
NE oi 4 ck chs oes tae 200,000 . 00 
Decrense im WORMME. ... 2... cc csccccsen $50,000.00 
TS ee Pe ere moe 30% 
Gross profit lost by decreased sales, ignoring 
temporarily the decrease in rate........ $15,000.00 
Decrease due to reduction in rate: 
Rate of gross profit—1924............... 30% 
Rate of gross profit—1925............... 25% 
Decrease in rate on entire volume...... 5% 
5% of 1925 volume, $200,000.00......... 10,000 . 00 
Total decrease in gross profit.......... $25,000 .00 


To emphasize the possibly misleading nature of the analytical methods which 
are being illustrated, let us assume that exactly the same quantity of mer- 
chandise was sold in two succeeding years, but that the profit-and-loss state- 
ment showed the following: 





1924 1925 
Ee re eee Ee $200,000.00 $220,000.00 
Less cost of goods sold................ 150,000.00 160,000.00 
Pee $50,000.00 $60,000.00 
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The increase in gross profit should actually be attributed to the following 
sources: 


OE NU oo os oc rensacesasendvepe eeu $20,000 . 00 
ac oS cis! bd Gk mee aD 10,000.00 
Eg nvconade ssntwncmaene bans $10,000.00 


But by the method under description it would be accounted for as follows: 
Increase in gross profits: 
Increase due to additional sales: 


Sr err ert eee eee $220,000.00 
ein Cadigwn adaces Jee hs manee 200,000 . 00 
I Sac gn ales ww TAS $20,000.00 
en rer 25% 
Additional profits from increased sales, 
assuming no increase in the rate...... $5,000.00 
Increase due to increase in rate of gross profit: 
Rate of gross profit—1925............... 27.27+% 
Rate of gross profit—1924............... 25.00 
Increase in rate on total sales.......... 2.27+% 
2.27+% of $220,000.00.............. a 5,000.00 
Total increase in gross profit........... $10,000 .00 


It is of course perfectly obvious that the foregoing analysis does not disclose 
the following facts: 


No change in quantity of goods sold, 
An increase of $20,000 in selling prices, 
An increase of $10,000 in costs. 


However, it does not necessarily follow that the analysis is valueless or mis- 
leading. If we regard it as indicative of the quantity of merchandise sold it is 
certainly misleading, but if we think, not of quantity of merchandise, but of 
quantity of funds in the form of cash and receivables brought into the business, 
it is not misleading and it may be enlightening. Looked at in this light, the 
analysis shows: 


The funds brought into the business in 1925 exceeded those in 1924 by 
$20,000; whether this increase was due to added volume or larger selling 
price is immaterial, for we are now interested only in incoming funds. 

In 1924, 25 per cent. of the funds brought in by sales remained after paying 
for the goods sold. If this rate had continued to prevail in 1925, the 
$20,000 additional gross funds provided by sales would have produced 
$5,000 additional net funds after paying for the merchandisz. 

But fewer cents per dollar of income were required in 1925 to pay for the 
goods sold than were required in 1924. In fact, 2.27 + cents per dollar of 
income remained as profit in 1925, which had to be spent in 1924 for the 
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goods sold. Therefore every dollar of sales in 1925 produced 2.27 + cents 
additional income, and the $220,000 of sales produced an additional 
$5,000. 


Returning to the original illustration, we have carried the analysis only to 
gross profit. The analysis is completed by showing the reductions in net profit 
caused by increases in selling and general expenses, as follows: 


Tue A B C Company 


Statement accounting for variation in net profit 
for the years ended December 31, 1924 and 1925 


Decrease due to reduction in gross profit: 


Decrease due to reduction in rate of gross profit: 











Rate of gross profit—1924.................. 25% 

Rate of gross profit—1925.................. 16 
Decrease—applicable to total sales......... 9% 

pe § 8 ES re er ree $22,500 .00 

Less increase due to additional sales income: 

ING 85d uate Shc ben roe er tae ean ace $250,000 .00 

cg er ree ery pe ee 200,000 .00 
Se Fe is icin cis xh-v occcndancbical $ 50,000.00 

ihe NE Oi i bdi6 iii 0c cen tctbens hehe 25% 





Profits which would have been made from 
added sales if there had been no change in the 


Remainder— Decrease in gross profit........... $10,000 .00 
Decrease due to increases in expenses: 
Selling expenses: 


en a : $2,000.00 


a et eee 15,000.00 2,000.00 4,000.00 





Total decrease in net profit... $14,000 .00 


As an alternative method of analysis, we may start by determining how 
many cents per dollar of sales remained after paying all costs and expenses dur- 
ing the first of the two years; then determine how much the net income would 
have been increased by the added sales, if the same number of cents per dollar 
of sales had been required for the payments of costs and expenses; and finally 
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the increase or decrease in the number of cents per dollar of sales required for 
the payment of costs and expenses; thus: 


Tue A B C Company 


Statement accounting for variation in net profit 
for the years ended December 31, 1924 and 1925 


Changes in net profit 
Decreases Increases 
In 1924 the sales were $200,000 and the net profit was 
$25,000. The net profit was therefore at the rate of 
12%%. If, in 1925, the ratios of cost of sales, sell- 
ing expenses, and general expenses to sales had re- 
mained unchanged, the additional net sales of 
$50,000 would have produced additional net profits 
ee SATE Troe ee $6,250.00 


In 1924 the cost of goods sold was 75% of the sales. 
At the same rate the cost of goods sold in 1925 
would have been 75% of $250,000, or $187,500. 
But the actual cost was $210,000, an increase of 
cost, and a consequent decrease in net profit, of..... $22,500 .00 


In 1924 the selling expense was $10,000, or 5% of the 
sales; at this rate the selling expenses in 1925 would 
have been 5% of $250,000, or $12,500. Asa matter 
of fact they were only $12,000, thus resulting in a 
saving, in proportion to sales, of.................. 500 .00 


In 1924 the general and administrative expenses were 
$15,000, or 744% of the sales. At this rate they would 
have been 73%4% of $250,000 in 1925, or, $18,750. 
They were actually only $17,000, thus causing a 








saving, in proportion to sales, of.................. 1,750.00 
OL 5 b's dkodscbabae elas é oxi iebed a cotndes $22,500.00 $8,500.00 
Total decrease in net profit................. $14,000.00 


While we are on the subject of the analysis of the profit-and-loss statement, 
it may be well to say something about the treatment of the loss resulting from 
valuing inventories at market when market is lower than cost. As a basis of 
the discussion, let us assume the following facts: 


Tue X Y Z Company 


Partial profit-and-loss statements for the years ended December 31, 1924 
and 1925 
Year ended December 31, 
1924 1925 
PL 66 b00es sds dawhdunes scuGeuer ccaes nutoun $500,000.00 $600,000.00 
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Year ended December 31, 











1924 1925 
Less cost of goods sold: 

Re eee $75,000.00 $60,000.00 
POs tindataonh dee ccemmnainnih nedadien 400,000.00 470,000.00 
TN. . Vict te in1kbRbeceiiaae bane $475,000.00 $530,000.00 
Inventory, December 3ist................... 60,000.00 75,000.00 
Remainder—cost of sales...............0+ $415,000.00 $455,000.00 
Gross profit on sales.................. $85,000.00 $145,000.00 


The foregoing summary statements show that the $500,000 of sales in 1924 
produced $85,000 of gross profits—a rate of 17 per cent., while the profits in 
1925 were at the rate of 24.16 per cent. The results of operations in 1925 
appear to surpass those of 1924, both as to quantity of goods sold and as to 
the rate of profit realized on sales. Apparently the company was able to get 
higher selling prices for its goods in 1925 than in 1924, or was able to buy its 
goods more cheaply. At any rate it is apparent that each dollar of sales 
produced more profit in 1925 than in 1924. Nothing could be more obvious— 
or more false. 

The truth is that at the end of 1924 there was merchandise on hand 
which cost $85,000, but which was valued at $60,000, as the market had broken 
badly at the end of 1924. In other words, the gross profit on sales has been 
reduced $25,000 on account of an inventory loss. This condition might be 
brought out by setting up the statement for 1924 as follows: 


Gis os a+ vcatedeo + descend sien $500,000 .00 
E00 CUS OE IE oi wan 5 «slates laa eit Kail 
Inventory, January Ist.............eeeee00: $75,000.00 
PN, sek eo r4 6a 0s ben bn eae 400,000 .00 
, ee Pere ee $475,000 .00 
Less inventory, December 3ist, at cost........ 85,000 .00 
Cost of pants CUBE iy o's bcos se cbvecdes vives’ 390,000 .00 
Gross profit (at the rate of 22%).............-- $110,000 .00 
Rervenbny Baths sinc o000stckdertdnonesoscacens 25,000 .00 
Remainder—merchandising profit............... $85,000 .00 


The point that we are trying to make is that the inventory loss should be 
distinguished from the gross profit on sales. The saies made during the year 
actually produced a gross profit of 22 per cent. as shown in the second state- 
ment; not 17 per cent.,as shown in the first statement. To merge actual gross 
profits on goods sold with so-called inventory losses on goods not sold so as 
to distort materially the stated rate of gross profit and fail to show a profit 
and a loss of essentially different characters, is a clear failure to state facts. 

The reduction of an inventory at December 31, 1924, from cost to market 
does not decrease the gross profit on goods sold in 1924, nor does it in reality 
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increase the gross profit on goods sold in 1925. Regardless of conservative 
accounting provisions which may be made regarding inventories, the actual 
gross profit is the difference between the cost and the selling price of goods sold. 
The reduction of the inventory to market results in transferring profits from 
1924 to 1925, but it does not decrease the gross profit on sales in 1924, nor in- 
crease the gross profit on sales in 1925, viewed from a cost basis. It would 
therefore appear that a more exact and comprehensive statement of the facts 
with respect to operations of the two years would be shown as follows, assuming 
that the inventories at January 1, 1924, and December 31, 1925, were valued 
at cost: 
THe X Y Z CoMPANY 
Partial profit-and-loss statements 
for the years ended December 31, 1924 and 1925 











1924 1925 
his ha 2s Sik ce beds hee Saabs oe oe aee ak Cal $500,000.00 $600,000.00 
Less cost of goods sold: 

EP Tee oe $75,000.00 $85,000.00 
ES, ea. watts nas scale Cedic.g Han eeuina 400,000.00 470,000.00 
ais Ueki os tik Wied tws ate ea num $475,000.00 $555,000.00 
Inventory, December 31st, at cost............ 85,000 .00 75,000 .00 
Remainder—cost of goods sold............. $390,000.00 $480,000.00 





Gross profit on sales—on a cost basis.... $110,000.00 $120,000.00 
Adjustment of profits resulting from provision for 
inventory loss at December 31st, 1924, reducing 

inventory at that date to market value of $60,000 25,000.00 25,000 .00 


Merchandising profit................. $85,000.00 $145,000.00 


This statement shows that the gross profit on sales in 1924 was 22 per cent., 
and that the rate in 1925 was 20 per cent., both on a cost basis. It also shows 
that the profits of 1924 suffered and the profits of 1925 gained to the extent of 
$25,000 by the conservative reduction of the December 31, 1924 inventory 
from cost to market. 

It is realized, of course, that practical difficulties often preclude setting up 
statements in the form advocated. In order to prepare a statement in the 
suggested form it would be necessary to value the inventory completely on 
both the cost and market basis, or rather on the cost basis and also on the lower 
of cost or market basis. 





ACTUARIAL PROBLEM 
Editor, Students’ Department, 

Sir: Will you please oe a solution to the problem below, which was given 
in a New York State C. P. A. examination (June 1923), and to which I have 
been unable to obtain a solution by arithmetic. Several certified public ac- 
countants to whom I have appealed have been unable to solve it, yet I am sure 
that an arithmetical solution is possible. 

Yours truly, 


West Palm Beach, Florida H. NISINOFF. 
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Problem 


The following entries appeared on the books of a corporation, June 1, 1923, 
at which time exactly one-half of the total life of the bonds had expired: 


Interest on bonds outstanding............. $2,500.00 
a. 6\4s eet tease akan occa eatin tia $2,500.00 
For semi-annual interest on debenture 5’s 
due December 1, 1960. 
Unamortized premium on bonds outstanding 20.99 
To interest on bonds outstanding....... 20.99 
For amortization of premium 
Premium, December 1, 1922... $4,379.04 
Premium, June 1, 1923........ 4,358.05 


Prepare complete entries to record all of the above elements at date (a) of 
issuance of bonds, which were sold for cash, and (b) maturity of bonds, which 
will be paid in cash. 


Solution 

The foregoing problem is an excellent one and is really not very difficult if 
one understands the method of computing the price to be paid for a bond on an 
effective interest basis. To solve the problem one must know that the price 
of a bond may be determined by multiplying the par by the effective rate and 
also by the nominal rate, computing the difference, and multiplying this 
difference by the present value of an annuity of 1 for the number of periods to 
the maturity of the bond. 

We are told that the entries for the payment of interest and for the amortiza- 
tion of the premium are being made at June 1, 1923; that exactly one-half of 
the life of the bonds has expired at that date, and that the bonds will mature 
on December 1, 1960. Since it is thirty-seven and one-half years from June 
1, 1923, to December 1, 1960, thirty-seven and one-half years of the life of the 
bonds have expired. Hence the bonds were issued for a period of seventy-five 
years, or one hundred and fifty semi-annual interest periods. 

The next step is to determine the effective rate per period. This can be 
computed by dividing the net interest charge for the six months ended June 1, 
1923, by the carrying value of the bonds (par plus premium) at December 1, 
1922. Since the unamortized premium at December 1, 1922, is stated by the 
problem to have been $4,379.04, the sum of the par and the premium at that 
date was $104,379.04. The net charge to bond interest for the six months 
ended June 1, 1923, is computed as follows: 


Communal, 60 ict Fes cS aie i ore $2,500.00 
Loop guamsiuns Ginestiest 3..ossii.cswee 8 Foi As 20.99 
et Aphenneh GARG. 6 scdidtad sevscenehisiini aaa $2,479.01 


Then the effective interest rate per six-months’ period is $2,479.01 divided by 
$104,379.04, or 2.375 per cent. 

The next step is to determine the price at which $100,000.00 of 5 per cent. 
bonds, due in 75 years, or 150 periods, would be issued on a basis of 2.375 per 
cent. per six-months’ period. To determine this price we must know the 
present value of an annuity of 1 at 2.375 per cent. for 150 periods. This can be 
computed by dividing the compound discount at 2.375 per cent. for 150 periods 
by 2.375 percent. The compound discount is the difference between 1 and the 
present value of 1. It is therefore necessary to determine the present value of 1 
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at 2.375 per cent. for 150 periods. This can be done by finding the present 
value of 1 at 2.375 per cent. for 75 periods, and squaring this present value. 
But it is necessary first to determine the present value of 1 for 75 periods by 
working from the premium 75 periods before maturity. This procedure is 
exactly the reverse of the one usually applied in bond-price computations, and 
to make the method clear it may be advisable to show the usual process of 
working from the present value of 1 to the bond premium, and then to show 
how this process is reversed for our present requirements. 

Let us assume, then, that we are informed that the present value of 1 at 
2.375 per cent. for 75 periods is .1719705, and that we are required to find the 
premium applicable to a bond issue of $100,000 due in 75 periods, bearing a 
nominal rate of 5 per cent. per annum, and sold on a basis of 2.375 per cent. 
per six-months’ period. The premium would be computed as follows: 


1—.1719705 = .8280295, compound discount at 2.375% for 75 periods 

.8280295 +.02375 =34.8644, present value of annuity of 1 for 75 periods 

$100,000.00 « 2.5% =$2,500.00, interest for six months at nominal rate on 
par 

$100,000.00 x 2.375% = $2,375.00, interest for six months at effective rate 
on par 

$2,500.00 —$2,375.00 =$125.00, difference between nominal and effective 
interest on par 

$125.00 34.8644 = $4,358.05, premium 


If we start with the premium, as known, and determine the present value of 
1, as unknown, the foregoing procedure will be reversed, thus: 


$100,000.00 2.5% = $2,500.00, interest per period at nominal rate on par 

$100,000.00 2.375% =$2,375.00, interest per period at effective rate on 
par 

$2,500.00 —$2,375.00 = $125.00, difference between nominal and effective 
interest on par 


$4,358.05 (premium 75 periods before maturity) +$125.00 = $34.8644, 
present value of annuity of 1 at 2.375% for 75 periods 


$34.8644 X .02375 = $.8280295, compound discount for 75 periods 
$1 —$.8280295 =$.1719705, present value of $1 due 75 periods hence 


The present value of 1 due 150 periods hence can now be computed: 


.1719705 X .1719705 =.02957385, present value of 1 due 150 periods 

hence 
The issue price of the bond can now be computed as follows: 

1—.02957385 = .97042615, compound discount on 1 due 150 periods hence 

97042615 + .02375 =40.86005, present value of annuity of 1 for 150 
periods 

$125.00 (difference between nominal and effective interest) 40.86005 = 
$5,107.51, premium at date of issuance 
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The entry for issuance of the bonds was therefore: 


COR. i io kts dereantu eee wees $105,107.51 
Debenture, 5%, bonds payable... .. $100,000 .00 
Premium on bonds............... 5,107.51 


To record issuance today of $100,000.00 
par value of bonds at a nominal rate of 
5% per annum, and an effective rate of 
4.75%. 


The next requirement of the problem is the entry at the maturity date. 
This presumably means the entries for the payment of interest, amortization 
of premium, and retirement of the bonds. Therefore it is necessary to de- 
termine the price at which the bonds were carried (par plus unamortized pre- 
mium) at the beginning of the last period. 


1+ 1.02375 =.9768009, present value of 1 due 1 period hence (also present 
value of an annuity of 1 for 1 period. This is recognized as incorrect 
terminology, but the statement is made in this form to conform with 
preceding statements of procedure in determining bond prices) 

$125.00 (difference in interest, as before) X.9768009 = $122.10, premium 
unamortized one period before maturity 

$100,000.00 + $122.10 = $100,122.10, carrying value one period before 
maturity 

$100,122.10 X 2.375% = $2,377.90, effective interest for the final period 

$2,500.00 (coupons paid) —$2,377.90 = $122.10, premium amortized last 
period 

The entries at the end of the life of the bonds will therefore be: 


Interest on bonds outstanding............ $2,500.00 
2 eS emer ele $2,500 .00 
For semi-annual interest on debenture 
5's due today. 
Unamortized premium on bonds outstand- 
SUR a 6.5 0 cnn é hee eth ncddvbdihhcadien 122.10 
To interest on bonds outstanding... . 122.10 
For final amortization of premium. 


Debenture, 5%, bonds payable........... 100,000 .00 


To record payment of bonds matured today. 
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Book Reviews 


AUDITING PROCEDURE, by De Witt C. Eccieston. John Wiley & 
Sons, Inc., New York. Cloth, 528 pp. 


Not alone the substance but the form of presentation of this book is com- 
mendable. It is in rather striking contrast to the type of book which consti- 
tuted the accounting literature of a decade ago, when there was a decided 
paucity of material suitable for the accountancy student. 

The first 400 pages are devoted to chapters dealing with the usual items found 
in the general accounts of a mercantile concern and following this there are 
100 pages or so of audit procedure on special cases. The first section also 
contains chapters introducing the subject of auditing and explaining its value, 
its nature, the conduct, duties and liabilities of auditors, and general office 
procedure in beginning an audit. 

In its scope the book extends somewhat farther than the title itself would 
suggest, and touches in a number of instances on what is usually termed the 
theory and practice of accounting. A number of interesting forms are pre- 
sented, including balance-sheets prepared for various purposes and forms of 
schedules for working papers or reports. : 

The book is comprised of many small chapters, and each chapter dealing with ° 
the verification of some account or class of accounts includes a description of 
each account and the method of verification, followed by a schedule of steps, 
listed seriatim, to show the programme of audit. The chapter closes with a 
general summary and review questions. References are made in various places 
to the method of treatment of items which will conform to treasury department 
regulations. 

To test its value as a book of reference I sought to find what it had to say 
about reduction of capital stock, and found seven lines on the subject. That, 
however, is seven lines more than I had expected, as most authors ignore en- 
tirely the possibility of stock reduction. 

Excellent discussions, though necessarily somewhat brief, are included on the 
subjects of surplus and dividends. The subject of inventories is dealt with in a 
capable manner, as also, in most particulars, are accounts receivable. Will 
not some author soon tell in what cases it is desirable or necessary to request 
confirmations of accounts receivable and in what circumstances it is unneces- 
sary? Inasmuch as in most audits of large mercantile concerns this is not being 
done, do the authors of works on auditing consider such audits to be futile? 
No fault, however, can be found with the book for its inclusion of a description 
of all steps necessary to make a complete audit. The author has probably found 
that in the practice of auditing, the most frequent fault is the omission of work 
which should be considered necessary. 

The subject of auditing procedure has been dealt with quite fully, the book 
is readable and well arranged, admirably adapted to the uses of the student, and 
the practising accountant will find the programmes of audit throughout the 
book to be excellent as reminders which will enable him to review his practice 
without reading extensive detail. 

A. S. FEDDE. 
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A UNIFORM SYSTEM OF ACCOUNTS FOR RETAIL FURNITURE 
DEALERS, by Howarp C. GREER. The Ohio State University Studies, 
Volume II, number 14. Bureau of Business Research Monographs, num- 
ber 2. 


This builetin is a condensed treatise which gives the fundamentals of a system 
for retail-furniture-store accounting, covering both the technical and practical 
aspects of the subject. It sets forth clearly the purpose and content of operating 
and financial statements, and gives some idea of what advantages should accrue 
to the management by correct preparation and proper use of such statements. 
The work does not discuss waderlying theories, but presupposes that the 
management understands the business, and that the bookkeeper who is to use 
the system recommended is well grounded in both theory and practice. 
Nevertheless, although brief, it is at the same time comprehensive in its 
scope, concise and thorough in its presentation and practical for adaptation, 
and it furnishes a usable manual for the bookkeeper. 

Under the first section entitled “Statements and reports” there is given a 
general explanation of the operating and financial statements, and methods for 
their preparation. This is followed by tables showing proper forms for their 
presentation to the management. 

The next two sections are entitled, respectively, ‘‘ Classification of accounts” 
and “Forms, records and procedure.” The first of these discusses the selection 
of ledger accounts and suggests the order of their arrangement. It presents in 
tabular form a complete list of accounts for both large and small stores, with a 
detailed explanation of the items to be included in each account. The other 
section discusses and illustrates by forms the procedure to be followed under the 
system. 

Another section deals with instalment income-tax collections, explaining the 
procedure necessary for making returns on this basis and illustrating how the 
tax calculations are made. 

The last two sections form a practical manual for the bookkeeper. The one 
entitled ‘‘ Bookkeeping entries’’ gives a typical set of monthly closing entries, 
and also explains those for the yearly closing. The appendix classifies from an 
accounting standpoint, and in alphabetical order, a list of all merchandise and 
expense items most likely to be encountered in the ordinary retail furniture 
business. 





CHARLES L. SWEARINGEN. 


ANALYZING FINANCIAL STATEMENTS, by SterHen Gruman. The 
Ronald Press Co., New York. Cloth, 222 pp. 


Quoting from the last chapter of Analyzing Financial Statements (pp. 212- 
213): 
“The purpose of statement analysis is to determine: 
a. Trends, 
b. Present condition for the purpose of proving or disproving symptoms 
of each of the five following common business ailments: 
(1) Insufficient profit. 
(2) Over-investment in receivables. 
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(3) Over-investment in inventories. 
(4) Over-investment in plant. 
(5) Insufficient capital.” 

The author’s aim, then, is to set forth the procedure and technique for analyz- 
ing financial statements, i.e., balance-sheets and profit-and-loss statements, 
based upon the eight ratios commonly in use, and supplemented by the trend- 
percentage method, which is growing in favor. While there is nothing par- 
ticularly new developed in his thesis, Mr. Gilman has rendered a service to 
students of the profession by his intensive study of a subject which is most 
important in the public accountancy field. To put the matter colloquially, the 
public accountant’s client wants to know, (1) ‘‘Where am I at?” and (2) 
“Whither are we drifting?” Heretofore accounting training has been devoted 
mainly to answering the first question. It is time more attention was given 
to the second, which after all is more vital to the client. 

What impresses me most in this study is that the author is not led away by 
over-enthusiasm for a set of formulas. He repeatedly warns the reader that 
ratios and trends are not to be accepted blindly. Common sense must be 
exercised always. 

A good manual and a timely one. 

W. H. Lawron. 


FIRE-INSURANCE ACCOUNTING, by Wrtram B. Wiecanp. The 
Ronald Press Co., New York. Cloth, 103 pp. 


Fire-insurance accounting is a highly specialized form of accounting and the 
average accountant without previous training, if called upon to audit the books 
of a fire-insurance company or to advise it in the installation of its records, 
would find himself facing a difficult task. 

Mr. Wiegand’s book gives an excellent idea of some of the records used in fire 
offices. The book is one of the Ronograph library and the publishers announce 
in the fereword, “‘It is the plan of the series to discuss each topic completely in a 
single, compact, thorough volume,” but it is doubtful that the author intended 
his book to be a complete discussion or a thorough treatment of the 
subject. Even so skilled an accountant as Mr. Wiegand could not accomplish 
that in 103 pages. 

S. H. Wotrs. 
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